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Preface

The nearly 10,000 frozen food locker and freezer provisioning
firms in the United States represent an important segment of the
frozen food industry. In recent years these firms have expanded and
diversified their activities and functions to adjust to rapidly chang-
ing conditions in the industry. This has intensified the need for better
information on which management can make intelligent decisions,

Farmer Cooperative Service has long worked with cooperatives
and other firms in providing management with information needed in
making their decisions,

In connection with its responsibility under authority of the Agri-
cultural Marketing Act for research in this area, the Service con-
tracted with the Department of Economics and Business Administra-
tion, Duke University, Durham, N. C., to make the study on which
this report was based. This institution has had long experience in
working with small and medium-size businesses and is interested in
developing accounting methods that will increase the usefulness of
accounting information as a management tool.

The objective of the study was to develop accounting procedures
and techniques that would provide departmental cost information
needed to properly manage many small and medium-size businesses.

Paul C. Wilkins, Chief, Frozen Food Locker Branch, Farmer
Cooperative Service, assisted in planning the study and advised on
various phases of industry operations as they related to it.
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Management Accounting

for

Frozen Food Locker and Related Plants

by Robert L. Dickens, CPA
Duke University
Duvrham, N. C.

Effective management of a business
requires information that can be pro-
vided only by adequate accounting data.
Many small businesses and some larger
ones view accounting as a necessary evil
imposed by requirements of the tax laws.
Records maintained primarily for tax
purposes do not provide adequate man-
agement data. However, alittle additional
effort can convert these data into useful
management tools.

Profit! margins of all businesses -
large and small - have been declining.
The squeeze created by higher cost and

In business enterprises, other than co-
operatives, total gross receipts, less
all expenses, are termed netprofit or net
income and are a return on investment
to the owner as stockholders. In a co-
‘operative, these receipts, less expenses,
are called net savings or margins since
they are not profits to the association,
After paying a limited dividend to any
stockholder, the cooperative distributes
these net savings or margins toits mem-
bers in proportion to the volume of
business each did during the particular
period.

The terminology customarily used by
business enterprises other than coopera-

changing markets makes survival depend-
ent on effective management. In times
past, the operator who had a group of
lockers could produce a profit with no
real management effort. These timesare
gone. The businesses that survive will be
those whose management? is constantly
seeking improvement through new income
sources and through control of operating
expenses.

It is obvious that a frozen food locker
plant or freezer provisioner with one
bookkeeper-accountant cannot afford an
elaborate cost system like those used by
large industrial plants. The operation is
often as complex, but the cost of main-
taining such records would be prohibitive.
The small plant, however, can establish

tives has been used throughout this
manual., Accountants for cooperatives
will have little difficulty in determining
the appropriate substitute terms to de-
scribe their accounting practices.

The terms manager and management as
used throughout this manual refer tothose
who have operating and decision-making
control of the business. In some cases
the owner-operator is the only person
involved. In other cases the operating
manager may be reporting to owners, a
board of directors, or partners in a
partnership.



records which will provide very valuable
information. When this information is
combined with the manager’s intimate
knowledge of the business, it becomes an
effective management tool.

This manual has been prepared to
emphasize the need for adequate account-
ing information, to show how such informa-
tion can be obtained, and to indicate how
it can be used in making management
decisions. All the procedures and forms
in this manual will not be used by any one
plant. Alternatives are offered sothateach
business can select those methods most
suitable to its situation. This provides the
opportunity for the business to proceed
only as far as it considers necessary in
analyzing its operations. At the same time,
a complete setup is presented which canbe
tailored to the needs of the business and
then used.

Unfortunately, the manager of a small
business is often not in a position to know
what accounting procedures and analytical
techniques are required. He must turn to
trained employees or tooutsiders, usually
local public accountants, for assistance in
determining what methods to use and in
tailoring the methods to the business.
Once this is done, the complete setup
described in this manual can be main-
tained by anyone trained to keep books.
Procedures are described whereby this
person can prepare the necessary monthly
statements with or without the use of
monthly adjusting entries.

The analytical techniques and accounting
procedures described in this manual were
developed through the cooperation of six
plants in North Carolina. The basic sys-
tem was installed in each of the plants
and operated under the supervision of the
author for a period of 1 year. Managers
of these plants attested the relative ease
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of maintaining the records and the value of
the information provided. The six plants
were:

1. A division of a farmer cooperative.
A trained accountant who supervised the
records for the entire cooperative main-
tained the records.

2. A manager-operated plant in whicha
major source of income was retail sales
of plant-cured hams. The manager, who
had no formal training in bookkeeping,
kept the records and prepared the state-
ments.

3. An owner-operated plant whichoper-
ated an abattoir and received a major
portion of its income from wholesale dis-
tribution of plant-processed meats. A
se cretary—bookkeepef maintainedthe rec-
ords and prepared the statements.

4. An owner-operated plant which re-
ceived almost all of its income from proc-
essing, curing and smoking, and storage.
A secretary-bookkeeper maintained the
records and prepared the statements.

5. A manager-owned plant with sub-
stantial sales of meats and plant-cured
hams. The manager, who was trained in
accounting, supervised the records and
prepared the statements.

6. An owner-operated plant with most
of its income from customer services. The
owner, who hadlimited training in account-
ing, kept the records and prepared the
statements.

Descriptions of the persons responsible
for the records and statements are in-
cluded to indicate that the basic methods
described in this manual can be used by
anyone trained to keep books. The type of
plant and sources of income indicate that
the methods can be tailored to the needs
of a wide variety of operating situations,




Chapter 1

Better Management Through Accounting

Two basic elements distinguish the pro-
cedures recommended here from those
usually found in small businesses. First,
income, cost, and expenses are broken
down on a department or function basis.
Second, statements are prepared monthly
and set up on spread forms so that
month-to-month comparisons can be
easily made. Each of these elements
is needed to provide adequate manage-
ment information.

Breaking down the data on operating
activities into departments or functionsis
essential to effective management. Without
knowledge of the income and expenses of
the various income-producing activities,
how can an intelligent decision be made
concerning an activity? Overall financial
statements do not provide data needed for
decisions as to individual products or
services.

Without knowledge of the contribution
each activity is making towards profit,
it is impossible to decide whether to
eliminate, keep, or put more emphasis on
a particular activity.

Some will say that all the functions are
necessary to hold the business together.
This may be true but, without the knowl-
edge that there is an unproductive func-
tion, there is no opportunity to decide
whether it is essential or whether action
is needed to make it produce more profit.
Some businesses have beenbled dry by one
activity operating at a loss sufficient tc
wipe out the profits from other activities.

Some will say that they already know
which functions are producing the most
profit, but the records of most small
businesses provide only vague and some-
times mistaken ideas as to which activi-
ties are profitable.

Example of Use of Data

Here is an example of the type of answer
that can be provided by proper functional
breakdown of income and expenses. One of
the operators in the pilot study found that
two of his service functions were notpro-
viding adequate income.

In one, the cost of performing the
service was closely tied to the volume of
work done; that is, as volume increased,
the cost increased. In this case he felt
it necessary to raise the price charged
for the service. Total income increased—
although a small portion of his volume

was lost—and total expenses decreased—
because of the lost volume—giving ar
increased profit from that service.

The total cost of performing the other
service was not significantly affected by
changes in volume. Here the operator re-
duced the price charged to make his
prices more competitive and expendec
some additional effort to attract volume.
Despite the reduction in price, his total
income increased while expenses re-
mained substantially the same, thus in-
creasing profit from that service.



Some Other Possibilities of Use

Opportunities for improving profits,
which may be disclosed by good records,
are not limited to finding remedies for
unsatisfactory conditions. Those areas or
lines of product that show satisfactory
profit ratios can often be made to produce
even more profit by concentrating more
effort on them.

Monthly operating statements provide
timely data for detecting trouble spots in
the operation and taking remedial action
before a bad situation gets out of hand.
For example, if one segment of the busi-
ness or one class of expenses gets out of
line, immediate attention can be directed
to finding what is causing the trouble and
what action is needed to correct it. If the
data is not available until a year or more
after the event occurs, effective remedial
action is impossible.

Month-to-month comparisons provide a
basis for determining how changes in the
level of operations affect income, costs,

Improving the

It is assumed that the business which
would use the methods described in this
manual already has a basic system3 of
accounting in operation. Therefore, this

3Many of the businesses will have adopted
the uniform system provided for the in-
dustry entitled Guide to Uniform Account-
ing for Loocker and Freezer Provisioners
by Thornton W, Snead, Sr., and Paul C.
Wilkins. Agriculture Handbook 163,
Farmer Cooperative Service, U, S,
Department of Agriculture, This manual
can be used with the uniform system to
provide more data for management de-
cision making.

and expenses. This is especially impor-
tant for a highly seasonal operation S}1ch
as locker rentals and customer service.

An alert management not only looks Fo
the records of past activities, but also is
constantly searching for better ways todo
things. This requires evaluation of pos-
sible future alternatives to determine
whether they promise to improve profits.
Past records can provide a starting point
for such evaluation. With a knowledge of
the behavior of past costs under varying
conditions, it is possible to project this
behavior into the future and thereby deter-
mine what costs would be under certain
conditions.

Chapter VI of this manual, beginning on
page 95, is devoted to a discussion of de-
cision making and the type of information
needed to make certain decisions. The
author suggests that the owner-manager
read chapter VI before deciding whether
to use the methods described herein.

Accounting System

manual is designed to provide waysof im-
proving the information produced by those
records rather than eliminating them and
starting anew. This is not a uniform ac-
counting system which must be adopted in
total to be useful. Rather, it is a discus-
sion of analysis techniques, recording
procedures, and statements which can be
used to the extent considered desirable.

It will probably be necessary to intro-
duce some modifications in the system
presently in use, but these modifications
should not be too extensive. The major
changes will be in type and frequency of
reports prepared, and in the expense




accounts which will probably need to be
modified to provide for a breakdown by
function.

This manual does not discuss processes
of recordkeeping for accounts receivable,
customer billing, and other areas which do
not directly affect the information needed
for the statements proposed herein. In
most cases these are already adequately
provided for. If not, information concern-
ing them is readily available from other
sources.

At this point a word of caution is in
order. The introduction of new methods
into a business situation will undoubtedly

create some initial confusion and possibly
employee ill will. If the manager becomes
discouraged when this happens and does
not carry the system through, he will not
reap the benefits of the information that
can be made available.

The manager should first decide whether
or not he needs and wants the information.
Assuming that he does, he should explain
the situation to his employees before mak-
ing the changes. He should also determine
to operate the new system for at least a
year before making any evaluation of its
worth to him. If this is done, few man-
agers will ever again be satisfied with
less adequate data from their records.

Chapter 11
The Statements Illustrated

The primary purpose of this manual is
to present analytical methods that can be
used by managers of locker and related
plants to better understand and direct their
businesses. No matter how much infor-
mation is available or how valuable that
information might be, it will not be used
and, hence, will have no value unless it
is presented to the management in an
understandable and useful form.

There is no single format for statement
presentation which will serve all purposes;
nor is there one which has more merit for
every purpose than the alternatives that
might be available. This means that the
person who is setting up a set of state-
ments for a particular business must ex-
amine carefully the operations of that
business and the needs of the manage-

ment before attempting to design the
statements.

For a manual of this type to be of real
value, it must fit the specific needs of the
group for which it is intended. Thus, it
must show methods that are specifically
applicable tothese businesses and, through
illustration and discussion, must make it
possible to use those methods. For this
reason, a particular format for statement
presentation has been selected for illus-
tration and discussion. This formatis con-
sidered best for presenting information
about the complex operations oflocker and
related industries. Modifications which
will be needed to tailor the format to the
specific needs of particular businesses
within the industry are presented. Thereby
adequate flexibility is retained.



Statement Format

The statements recommended for most
effective presentation of the information
produced by the analytical methods de-
scribed in this manual are illustrated in
exhibits I through VIII,* pages 8-23.

Description of Statements

Exhibit I, the Income and Expense Sum-
mary, presents an overall picture of the
operations of the business, without detail.
The total income from each important
income-producing activity is shown and
immediately reduced by the cost or ex-
penses which canbe reasonably associated
with that activity. This provides a picture
of the amount that each income-producing
activity is contributing to cover nonallo-
cable expenses—that is, expenses that
cannot be reasonably assigned to a spe-
cific income-producing activity—and to
provide a profit.

The expenses shown in total inthe Sum-
mary are shown in detail in Exhibits II
through VII. For example, the Income and
Expense Summary (exhibit I) shows total
storage expense for the month of December
of $560.85. Exhibit II shows the detailed
expense items that comprise that total.
Note that the total of all the expense items
shown on exhibit I for the month of De-
cember is $560.85.

Exhibit VIII shows the total expenses
incurred in the entire business operation
without regard to the department in which
they were incurred. This is typical of the
expense section of Income and Expense

4The statements presented in exhibits I

through VIII are for illustration purposes
only, They are composite figures and do
not represent the operations of any
business.
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Statements which are prepared without
departmentalization.

In this setup expenses incurred in the
business are allocated (assigned) tooneor
more functions or departments within the
pbusiness. The methods of allocation are
discussed in detail in chapter III, but, in
essence, the cost of goods or servicesare
assigned to the departmentor function that
uses them. For example, the total costof
labor for the business operation is shown
on the Total Expense Report and each of
the Functional Expense Reports (exhibits
II through VII) show the portion of the labor
that was used in that function. To illus-
trate: Total plant labor for the month of
December is $3,834.35 (exhibit VIII). This
amount is allocated to the various functions
as follows:

Storage Expense (exhibit II) $ 66.37
Processing Expense

(exhibit III) 2,571.23
Curing & Smoking Expense

(exhibit IV) 550.43
Slaughter Expense

(exhibit V) 325.80
Selling Expense (exhibit VI) 182.31
Administrative Expense

(exhibit VII) 138.21

Total (exhibit VIII) $3,834.35

This same relationship exists for each
expense item in the report and for each
month,

Why Use This Format?

Although no specific form of presenta-
tion is essential to the analysis methods
described in this manual, the merits of the
presentation used here should be
considered before other methods of pre-
sentation are adopted. The terms ‘form
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of statement presentation’’ and ‘‘format’’
used here refer to the arrangement of the
accounts and amounts on the statements
rather than the type of paper on which
they are prepared.

The fundamental criterion is that the
statements show the most important in-
formation about the business without being
cluttered with unnecessary detail. The
most important information about the
operating activity of any business can be
summarized in the answer to two ques-
tions. First, how much income is being
produced by the various income-producing
activities and what is it costing to pro-
duce that income? Second, what changes
occur in the income and expense from
period to period and what causes these
changes?

These questions are best answered by
the form of presentation used here. Each
income-producing activity sufficiently im-
portant to warrant separation is shown,
with the income and costs of producing
that income matched, so that the amount
contributed towards nonallocable cost and
towards profit is shown. The relative im-
portance of the various income-producing
activities is emphasized by showing all
the activities on the same statement. The
changes that occur from month to month
are emphasized by showing the amounts
side by side so that changes can be easily
spotted.

Details of the changes in expenses and
volume are available on the Functional
Expense Reports prepared for each de-
partment. Although this does not provide
the answer to ‘“What causedthe change?’’,
it gives the starting point for an analysis
to determine the answer, which is all that
can be provided by accounting statements.

The details making up cost of sales are
not presented as apart of the formal state-
ments. These have been omitted to avoid

cluttering the Income and Expense Sum-
mary. It is much more significant to see
the amount of income, the amount of cost,
and the percentage relationship between
the two than it is to see the detailed
composition of the cost. I itis considered
desirable to show this detail because of
the importance of some element of the
cost, this should be done in separate
schedules in the same way that expense
details are shown. These schedules
could take the form of the worksheet for
computing cost of sales illustrated in
Exhibit XXVTII, page 91.

This basic statement format can be
modified to fit the specific situation of
any business similar in nature and still
retain its essential characteristics. Cer-
tain modifications to take care of special
situations are suggested in subsequent
parts of the manual. Thebasic character-
istics that should be retained are: Sum-
marizing the activity of the entire business
on one summary statement; showing the
income from each basic activity compared
to the cost applicable to that activity;
showing the month-to-month activity side-
by-side for comparison purposes; and
presenting detailed information on sepa-
rate statements or schedules so that the
overall picture is not obscured.

One further point should be emphasized
here. Showing the expenses of operation
in detail by function, and in total, on a
comparative basis provides an excellent
opportunity to study and analyze operating
costs compared to volume of operations
for each element of the business. This
study of expenses by the manager of the
business can be the most productive
benefit of the entire system.

Any other basic format for statement
presentation eliminates one or more of
the advantages of the format illustrated.
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_énﬁ-duz_‘_&ﬁ-‘u/ Reveedes: | Loce date
22,2850 | S 9ua50 | £239600 | £223050 |gates - pams S242dé 00
L 284.77 £47 #44L | £,922.69 | Cost of sales - Hams 2097729
29373 2¢ 8.06 3/7¢6.858 302.8/ | Gross profit - Hams 8342 7/
/3.8% 13.2% £32% £328% | Groas profit ze 32%
425895 L. f02. /0 477320 747285 | Sales - Meat 72 240,77
5i5é6ko | 599/ 40 £744,08 441795 | Coat of sales - Meat 770,59
40235 570.70 #2 7./8 240 Qross profit - Meat b070./8
24% 29% | 4.9% | £04% | Gross profit age £3%
28430 32070 323.% 37 /4o |8Sales - Frozen foods 520939
246.00 ; FIPR) 27455 330.30 | Cost of sales - Frozen foods 323424
! 38.30 £7.20 44,85 #4320 | Gross profit - Frozen.foods £72.55
! 23 {L Y7 F3A WA A YA A Gross profit p age s0%
Lbf. 40 | 12210 /9040 23/.20 |g8ales - Qther handise 23/3.92
L3¢.00 22,25 L4, Fo L9 2./8 |‘Cost of sales - Qther handise 1,792,829
3940 | 375 #34o 3408 | Gross profit = Qther dise 520,43
233% 22.0% 22.9% £4.7% | Gross profit p age 22.5%
| | |
273.72% £27¢.3 l L34, 45 L L%4% 04 | Total gross profit on sales JL/J:/; 27
|
997,95 VN-VA NI ! 4,069.90 /324 .00 . 8Storage income | 2. 787 43
49s.70 T4 (.90 470 90 TLo XL | Storage expenses (from report) Il L2200 45
__Jo04.249 #7230 £99.00 2454 Contribution to income | _4KL7./8
_£0.7% PN A b0 57.7% | Contribution age | s/.5%
_[e034.25 2144 00 39175 £ 745.55 | Pr ing income | 273008/
L2223 £,22L55 24283/ 2442/ |pr ing exp (from report) | 22,32 044
(352.4) 35 p4E 42949 | 23,744 | Contribution to income | £97047
- £67% 32.0% #02% . Contrihution tage FYN A
___ 4/025 | 2385 1 72/.30 | /4é/li/o | Curing and smoking income 9, 293.48
_239./2 954.4/ | Curing and smoking ex (Prom expense report) YN EN/i
LG4 49 1253/ EVEW. 70449 | Contribution to {ncome 3/62.9¢
22.¢% 2L3% 241% 424% | Contribution age 324%
22528 53204 7/8.25 | Lo 429 81 h income b 274 43
204753 3229 345, S1aught (from expense report) 4524.27
20.47 235,725 3339/ 342343 | Contribution to income 2 350/6
257% 42.0% e | 425 Contrihution ¢ 242
: |
|
349,32 L2367 280338 | 4/21.5/ | Total contribution from service imcome 18,027,295
— f
L2230 2 /13,02 | 342973 _%£27 357  Totsl contribution - Sales and gervice ALE40. 00
| Less: P net allocated: .
54830 59985 | d754o Ld 7,25 Selling (Prom exp report) 27229/
__LLLLQ___L_LZL 2338 L 127 %e Administrative (Erom exp report) 10, 849.24
| /402 /0 /277 20 LYok 75 22875 Total exp not allecated (4,022,717
T (19.00) 135482 | 223031 332722 | Net ineome from operatione Le407.45 |
) Other income (add)
! (110) c2 | () | 1z0 Cash ewer asd short. 1549
! i : | |
I s ; i . Other outgo (deduct)
L_@t_f.a;u__(zmz) _(4565) | (16.55) | Interest expemse V72
! (50.00) i (/50.¢0) Donationa (250.00)
[i |
)
[ 1545) 79309 | 2,/83.72 _ A/G437 | Net income hafore taxes 1126
i |
3 . Comparison of significant itoms
Lo2 5Ly } 1/20.42 230.7/ 92092 Cash on hand and in bank
949243 | 10,/72.72 L L 2do. 83 13 480,71 A ts receivahle - Customers
£757.39 | x40 4Lbo.7a 462472 Inventory - Hams
£,227.93 Q33880 ¢+ 72445/ Lard el Inventory - Other
1 J [
. 503389 | (54020 . 420420 323L Accounts payshle
910 0.00 Q110,00 o 9,77/ 0. 00 [, 0.00 Notes payable
AN — —

'l
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Exhibit II

Month, ‘ Month _lg!ﬁl_l_. ."l".t}l : !o_llt_h_ 'ﬂl_t_h_ _Month. Ilonth
9‘ o Frbdruerey | Ongtks Lgacts b, PP () . / i /‘ iz
$58%2 £5948 2620/ £l74e 457 50 dio4s 46707 | #$%2.39
T 1
. /.03 I
; T
8428 2827 | g447 | /09,03 7/.42 955/ | 97.9¢ /0035
43 14 4403 | 4224 | g4s2 287/ | 394 3264 3345
; |
33.20 2632 | 2424 | 34g0 | #8.9 #504 | Jols L£Lo8 |
£/ dio | sr4s bl | 7.32 49352 1223 1192
/4eo | ] i ‘ / /.30 l.0ol
1 |
/09,59 10959 | j09.59 . /0955 i 10959 10959 £09.57 1 09.59
bo.32 los2 | Co32 Lo32 o032 4032 . bod2 G o032
/000 loco ) loo0 . 10.00 E ro.00 10.00 ] /000 10.00
39 9/ 29.9/ 399, 399/ . 399 39.91 | 39.9/ 399/
235 238 | 24 2.70 2.34 242 | 245 2.52
4 i ]
/.25 | 3725 3/.25 3/.25 3/.25 3725 | 3/.25 37.25
é2 125 1.2 iz 26 3¢ 42 56
—— _ _ ,
i ;
|
- S.03 393 .54 297 .o 3.2% 4 50 547
L 4R572 474,08 SA4LE £34.5¢ /0. 30 S49.49 S 1440 5/9.9
I
48872 496,08 FEL A T34 5 S/0.30 $49.49 5/ 440 519,70
c 19 (9 24 A 20 22 i 20 20
N —\ — \< . N N 1\
1 \ | \




o

| Expense Report
—lage gy | gy - Mfiege  wocrion
Month | .Month Nonth _Month
| s -; P , % P Year to
‘ date
$llro | Xlads Y boas 4637 | 4olprant 1shor e $740 90
r t
¢ 172 | 946 | Pr ing supplies used P /3.07
+ g‘ Curing ﬂllrrpl ies used !
!; . Office and selling supplies
i i
YT 2448 r245 F547 | s£dpomer and 11ghts 18 L084.94
33./2 $2.33 4/.23 42.73 Z&Heat and water 185 #4¢5. /0
2/.02 S4.79 /355 £7.90 | /57 Repairs and maint - Building y 2 521/ .54
12797 3.98 3.8 /9.03 2dRepairs and maint M &E KV VWi
/9 i 2846 3o Repairs and maintenance - Truck 2 54.06
/0 9.49 /09359 109.59 [ 09.59 /28Depreciation = Building 282 /,.3/5 .08
%032 bo 32 6032 _ 6032  sofiDepreciation - M & E 17 7223 %4
000 [0o.00 9,00 /10,00 2 Depreciation = Truck £9. 120.00
i
i 39.91 39.9/ 39.9/ 39.9/ 2./ Property taxes 727 472892 |
X 244 2.5/ 2.4/ _2.64 Payroll taxeg K 9. 64
i Other taxes and licenses
3/.25 3,25 3,48 3145 _sd1 o 37500
4 56 _ 4o 76 Workman's tion y) 145
Laundry
i _ Salaries - Qfficers
— o Salaries - Qffice
- _ Salaries - Selling
_— Advertising and promotion [ :‘
—_ [ Travel and entertainment P
— Auto and truck exp
J— Postage nhlnpimr and mailing
! . Dues and subscriptions
| Teleph and telegraph
E . . Legal and ting
429 F£95 540 4. 86 9lMisceld exp ¥l 77.74
(
\__49/.70 54 /.90 470,90 5C0.85  s00d70TAL EXPENSES 000 6,200, 45
I
i . o Ex charged to plant d product
g - —_—
L_49/70 s4 1. 80 470.90 SC oS 00dNFT EXDENSES X2 2.5
- VOLUME.
t
:; [ — _ PR Computation of ex charged to plant d pr t ;
_ Volume of plant-owned products
I Ex: charged (volume X ex per _unit)
(Pre g, JZ.)
i i L4 243
- /9 2! VA 2 { P-¥) Onit cost (total exp divided hy total volume)
1\ i\ T ‘ ! —
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Exhibit OI

12

. ( r ( . ( - (g C .
Becsssing . Diocsasing | Diassnarngy  Draissiig . Dtatsasing = Lhaciadsci) =~ Dhacsasing' Dpessasisy
: 1 \
fitonth) lMonth! Month:' [Month (Monthl Month| Month| Month
Qeracascs Fe bt ator Drtesed Lae 7)&.", (9] (,')_.A', L. geasll
Fo450%0 | 47 930 40 | #rus020 | 4406038 | 10077 | 4100008 [ d1sk01 £993.04
74 0.60 “408.20 208, 40 £22.90 93.40 /93.23 205.53 /938 20
70.93 (587 i7.4o 2455 48,2/ 75.92 57.39 70.49
35.47 32,93 323,80 4207 (608 || 2530 19./3 | 23.5¢
42,50 AL bo | 38U 34.33 24.9/ 37,06 24.80 £#9,¢3
23,4 2424 /2.¢s 17.28 |, {030 32.3¢ /3.2 23.9
2/.36 22,4/ /540 | (.85 2/.49 32.80 15 34 73.37
,
2442 2442 24 42 2442 |; 2442 2442 2442 2442
42,97 42,97 £2.97 4297 | 42.97 4297 42,97 “42.97 |
40.00 50,00 g0.00 fg0.00 | 50,00 _4£0.00 50, 00 £0.00
: |
| 2p85 | ar88 | a5as | 28385 2835 2085 |\ 0 agrss |00 2335 |
98.02 | 77.22 g | 4445 | 4407 | 42,40 | 24.6d 29.72
22/ L8 32 /8. o /2.8 | 1126 1LY ‘ L2.18 __/0.37
| ' :
3710 32./0 32./0 3 J7.00 2700 | 37./0 _ 3770 27.70
2544 2469 | 2507 2004 /8,42 193¢ | 788/ /2.89
S250 $8.4 | sd4o | 8843 2439 24.07 3043 2343
; i}
20242 /90,60 L1002 | 95/ /7/.03 /138230 | 12000 149, 60
26,46 to/ |l 842 17,23 1625 | Lb90 20./5
I | s il
| L
| I
i | ‘
i : : | | |
T I
!
! i
/2.07 233 8549 9.7 2297 | 39.57 | |
i i T
: |
410920 Zop872 | 223524 /9483 . (90943 | 193278 4,4729.7/ [ £07.39
Il n ' |
1,1 38.08 L 2437 | floga | £,7.99 72384 | £95.49 59243 G09.43 |
oz |_ 171945 39,80 | ,/3034 | 2459 | s337.09 Lalé.0s | //977¢
i “ . | |
958604 | botso 2L, 49 27,943 24223 23,340 20424 2994 '
- p ‘ i | ]
T 3 .
2829 —-—-; P4 /_;;_—‘ 2 747!- _>+;V eze 1 Y -_' e . % Y
2 2 2 £ 9,474 (2,439 i . ' e
L : :/4/13 L4434 (4 5.8
LLEFLE £ /242T . Féo9a | A/7.37 | 75204 59549 | 59343 | co9.43 |
043 05/ \__,0¢2 [ _.o70 L o079 L .ozs 092 Y'Y ,
A\ \ A \ \ A N |




"o (oo (o

o)

Expense Report
\ P % <
_Z o Ll vi Y 4 Function
]
Month' Month " Month Month Year to
Liatin les (Retider | Puvemtee | Mocomdes % date
o - -
$,079.: | #s3/008 | $s w2528 (4257023 | ordprant tahor 524 9/8 02032
35%.37 J 427,59 53/ .15 1 25843 /2.9 Pr ing supplies used 47 48579 42
i Curing supplies used
3 Office and selling supplies
67.49 47.9/ s476 | $£.39 L6 Power and 1ights 2.5 779.5/
2249 23.9 \ 27.38 34.20 S Heat and water L 33¢6.47
209 . 3/32 | 1584 7222 | /8 Bepaira and maint - Building L8 4¢9.80
Jodo R0.65 /3.3 (5 06 3| Repairs and maint -M3E 4 256,20
#7.24 26.87 | 3.4 24.2¢ | ¢ pepaire and maint _rruck o 3ea.9s
244 2442 2442 2452 /3 Depreciation - Building 2. 292 04
#2.97 #2.97 #2.97 #4297 Depreciation - M & F y; £18 .44
Fo.00 50,00 £0.00 50,00 5| Depreciation - Truck 2, Loo.00
|
| agas 28.35 2835 2235 Property tazea L4 34020
48,7 53 .43 2.3.08 L0285 | 24 Payroll taxes 28 T304/
V2 /NL A £.22 PR 7 23,492 S Other taves and licensesa £ LE 2.k
22./0 37./0 37.¢,0 | 87./0 . B Insurance L 44520
185,49 i 27.72¢ 20,74 40,78 i7 9 Workman's ation 92 271/.30
| 228 5039 #9.53 5/.68 L& Laundry /4, 4735
t
| 76720 [27%40 | /29.93 /67./8 A9 Salaries - Qfficers £y L2os
| /521 | 22.49 19,93 29.8/ 23 Salaries - 0ffice 14 181.8
: | | Salaries - Selling —
- L I Advertising and tion
1‘ | Travel and entertainment
Auto and truck ex
} Postage, shipping and mailing —
Dues and suhscriptions -
Teleph and telegraph
Llegal and ting
10.95 4.2/ Miscellaneous ex 4 _109.88 |
2,0276.0¢ 242594 3,07¢./¢ £,3233/ /004 TorAL, EXPENSES oao 30,8243 |
L#7.48 ¢40.29 ! L47.85 27520 204 Fx h d to plant d product. EVEE TN
2.422.36 L724.5; | 2.3 : H4F. ] NET EXPENSES 9, / ')
| [
Aclbod | sdoll | 23425 | sou4aé YOLIME }Wﬂ‘ 274
H i 1
§ . Computation of ex h d _to plant AJ_‘—nnadu‘;t !
| —_———— - H
i S P ; —
; é;éif . 20838 | Yolume of plant d ducts. 22’&‘?" —
A&_TFM— ] T ‘/04‘2,)
47,68 . 44029 . 2 nses charged (volume X per mit) 9, 444,47 |
i i
} i ‘
: i ' 056
-2 4 [__oss | o042 { o4/ Onit cost (total ex divided by total volume)
f ¥ \( ‘
\ 'Y\ ‘\ i ! J
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Exhibit IV

(o (o

ontnl || ionth Sonih docith it SatE) %h | [Month
onth | i (Month) Nonth, (sonth| [Month| {Monthj | [Month [Month|
ds i Fredruassy i M Lanct M Qine M i /) ;‘“ﬁ
du7los | dagabe | da7704 daisss fadseo Y157.5¢0 3549 $95450
l ; 3522 | 2.8/
/2087 sacsr | 7450 |, i2.9¢ | 90.11 T247 sL49 7
! | |
) i g
308 | 22.74 2592 | . 35/ /8.37 24.57 2782 2447
L £.28 1337 12.94 17159 A 223 .10 L1z
26sa 1ddo zo.20 | 1577 4541 | 344r 1208 2475
384 7292 240 | £.93 234 | 12,4t 328 Ay 4
7.7%8 ¥/ 562, | Lo % 2.09 4£43 32
). ! )
3306 | 13508 33,08 2305 | 1905 | 31305 3305 83,05 |
2444 2444 2464 2444 2444 | 2444 2444 2444
2000 2000 2000 20.00 20,00 A0.00 R0.00 20.00
2219 : 2219 2209 2279 2279 2219 2279 22./9
/9,07 | 1450 | N7 /042 £.04 4.30 b.t# PAYZ 4
342 | 2728 | 2.4e 245 233 127 L7
r328 | 1328 | s3] 13,28 2,28 13.2¢ | 1222 | 13.28
£/ sgc | e s.40 1% Lio | 320 a0
H i g
£75 | 742 | eid | (840 | ERZ3 340 | 3.50 288
| |
lo.72 22.78 24.028 2206 | /9.50 1275 2925 27.04
; "
/ | |
Lad E¥Z) 215 279 2.08 2.74 243 135
|
j |
: |
2424 437 £L7 £7 29 2079 | 9.6 13
9L /.04 2¢ ¢ Sgd.g9 L2398 : 559.¢3 452,75 443,43 £59.59
‘ ) 1
17223 | /37,22 1/ 4409 13494 | /2 8.54 73197 12044 1 42,38
24215 (3489 440,80 4g4d.0d 444,09 250,78 322./9 377,24
“
22,492 | 244947 | /443 " | /8475 " | s3057 12,023 r0,/90 " 14677
; ' | t : .
EX Y 4232 o4l 4353 Y 7Y Sul 4257, | 3gss | _df9a |
- i N N 1 B I . 3 .
17824 /37 ZrR3) 134,94 | /2,54 | /37,97 2048 | 14235
. 1 | !
' | 1 !
230 Yy, 032 o84 0\ g40 [ Lose | Tows . [ oss
K X \ i\ W\ -\ \ ;(
AN A N AN N \




Expense Report
ey Cam Cogeg S e
|
| Month | Month ‘ Month, Month p Yoar to
Qetider | Davaritew | Lrcombes % date
$238044 834 | S3sdes f55043 |2 4p1ant 1abor ud _$3499.08
4532 - ;. Pr ing supplies used L 102,35
9/.2/ 20/1. 41 | 23 (. bo : /&0 47 |(ZACuring supplies used 771 L4440 L2
Office and selling supplies
i PP
29.90 246/ 2. oS | 0.3/ 29 Power and 1lights 4o 32094
2.9% /230 /3.08 155 L4 Heat and water /4 143 04
1348 22.9%¢ .47 A4.77 | 24 Repairs and maint - Building £ 28276
/.beo 125 L74 /.58 Repairs and maint M&E b 5227
Py 2.3/ 2.20 #26 | S Repairs and maint - Truck 7 5514
3305 33.08 3308 33.05 34D jation - Building
244d 2444 2444 2444 | 24D, iation = M & E _1, 29548
20.00 20.00 29.00 20.00 £9! D iation - Truck 240,00
2279 22./9 22.49 22./9 Pr ty taxes a 24 6.28
9.23 Vi 1420 22.02 A.4Payroll taxes . 139.97
329 o5 425 74/ 7l Other taxes and licenses ;r 3830
/378 1 3.78 /.8.78 2378 | /8] ¥ 24 /4534
32 227 410 L2728 Workman's ¢ tion £6.49
24/ S 74 7.92 933 2 Laundry L 2/ 72
/940 | 0 2/ $3.49 244/ | 7/8alaries - Officers 41/
‘} Salaries - Qffice
: Salaries - Selling
" Advartising and tion >
I Travel and entertainment |
117 1047 20 404 A auto and truck ex 5} 39.9/
f
! osntage, shipping and mailing
| Dues and haériptions {
| Teleph and telegraph |
) Legal and ting |
| I
/32 2642 9488 | 9 Miscell ax 14 94 44
I |
52408 262,97 242,17 [0 6 7.47 soad TOTAL KYPRNSES 000, JL/ALA0
/3849 11424 109.06 10/.06 34 Bx charged to plant-owned product y) L 50449 |
| i
i
| 4457 ¢ 4854 73 9,/% 9544/  Jod NET EXPEMSES 4 44237/
| I
t ! ’ .
Jiile | 20742 -~ | aseud - : 3¢4p2 | voune adddos
| : |
| :I"_"f-finn of exp h d to plant-osmed product
T
A4/ 34s5 3,.5/2 3240 vilume of plant d products 48,532
i fos L4
/3827 (1 424 [072.26 ‘\ 1.2/.,96 JRx charged (volume X ex _per unit) /50
| . i
T : ’YY]
038 'Y 4 __,033 | o029 Unit cost (total ex divided hy total volume)
T
. \ \ —
AN N N A |
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Exhibit V

o llonglti

(O (ﬂ < (“ (”‘ (ﬁ

o llecghtne

- ]
-Month . Month Month Month ) Month : Month ‘ Month | . Month :
2 Fadrceatey Paseds (ot e Qe : Q.J,, /2,;,,1 ;
Fagsla0 | d197%: | #2/520 | dss795 | daro%is  dariew | Fadaec | 4dzead
j . :
79.04 7/.90 £1.20 4o 2 ¢g fo 72,41 75./0 s/l.30 |
T
! i
24.s3 | 2900 | 2723 2347 2.4 2530 2048 2494
/207 (450 | /347 j 2 /.73 4.o¥ 243 ! 4.89 2.3/
: i
.70 bso | ; £.90 339 | 198 V37 7.40
2/.00 8/.00 | 1570 7.29 74.87 £.l4 | 4éo 137 .
i i
Za0 2.9 E30 | 497 /497 | 9.8/ 1142 2.32 |
I i i | !
/.70 /2.70 1270 270 270 /270 1270 1270 !
£.04 L.o4 £ o4 L o4 Lo4 Lot .04 Lot
0,00 50, 00 _Jo0.00 T0.00 &0.00 S 0.00 i So.00 T9.00
! }
2/.47 2/.47 2747 2047 | 2147 2047 /.47 2/.47
/348 11.90 £.41 752 | £49 ir.00 VZR 2] 2,45
Z Lhl 300 209 200 457 £ 3.8
{ i
15288 1588 | /588 1588 1528 (587 | /5. 1502
2.53 794 | 53¢ £70 £l 429 | 4. 40 £9/
! ]
Lo6 3.4 | 2.50 1.5Y 240 2.9/ | 242 240
; |
T
| j ‘ ;
: : i
H 1 |
: i ‘
3470 EIRY) 32.50 2.8 Lésto 3¢./4 2333 | 20.52
1.5 195 145 125 27 145 145 s
22 3.7¢ YUNZ S 27.98 £0.23 1 /3.9%
s (43,50 509.48 46145 s45.74 59448 Yy 50428
/7352 /9080 /73,30 } 17080 v (57.5¢ /4530 /75.50 /8204
L 49243 45300 33¢.3% 29075 3888 42798 452,84 379,34
¥
, T .
3¢,2a0 32170 24202 20,044 20,3230 i 24375 2825 YRy ‘
2474 7534 P AN 5528, 7222 2.34 5 5278 2. 358
/93,52 /90,50 173,30 (70,50 /57,5 /(5.2 2550 L L7.04 |
o/ 2 x 2o 22/ o223 " 027 o34 042 ; x-F ¥
\ \ \ \ \
"\ o~ \ L \
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o~ o~ —~ — 3 7 -~ \
. g _/ J “.J /) ! Q
Expense Report
Month Month Month Month i 4 " Year to
_//,/,f y» (R2etotec Aaviomton Derrridee % date
ML V¥ X B LY V)] d29a.2/ £325 20 Plant labor i £3,2533
4 L, 0& 2348/ 47, 44 454K _ 23processing supplies used 08 L9142
B Curing supplies used e — l,_
° Office and selling supplies o !
ing supp
L £7.96 26.92 20.07 44,73 24Power and lights 47 3/4.07
5.99 /346 La. 04 22.07 IS Heat and water _ 24 /3920
73 147 Repairs and maint - Building 7 44,48 |
125 3.5/ 3.03 £o5 _ /3|Repairs and maint M &E i 47 ZIN /i
P20 £.3¢ 4é7 3.9¢ ¢Repairs and maint - Truck L4 9/ .54 |
L1270 /2.70 12.70 2.7, 2.4 Dep iation - Building 3 L5240
L.04 L4 4. 04 £.o4 2 Depreciation - M & E L5 24.48 |
L0,00 £0.00 $0.00 50.00 ZdDepreciation - Truck .0 loo.oe
2/.47 21.41 2047 21,47 Property taxes a9 257.44
Z 44 £.74 1/.43 /3,08 24Payrall taxes I 492 125 01
So7 L.44 234 73 /lOther taxes and 11 . 5 3377
yZ W/ 2 VZW; 4 /L28 /588 2471 29 1905¢ |
444 548 3.4 7.97 3 Workman's ation Lo, é9.0
2.45 3.28 244 4.23 2 Laund 4 3744
Salaries - (Officers
i Salaries - Qffice
Salaries - Selling
I ‘r Advertising and promotion
. Travel and entertainment
22 20 38.72 32,03 " 37 8¢ Auto and truck ex . A 373.37
T
Postage, shipping and mailing S -
y Dues and sunb iptions S (S ——
+
£.94 L.45 .45 Y47l 3 Telephone and telegraph 3. 20.88 |
legal and ting
] /329 1745 ; Miscellaneous ex 14 93,3
42559 47449 53884 | (254S /004 TOTAL EXPENSES ceo 6,439 E9
22 /.00 L4 240 /5350 L4350 alAFxp charged to plant-owned product 258 2,//3.42
{2
20459 37,225 _ 33534 44 2./5 | NET EXPENSES ¢12 4,52
A VOLIME 377,263
(9520 a4 475 . 29778 329285 VOLIME
Computation of exp nhnrgod to p]nnf d P d t —
//.050 8,020 7475 2425  Nolume of plant 4 products LT 23 2]
A L))
22 /.00 ZER?) /53,50 14350 FEx charged (volume X exp per_unit) 2,/13.4L%
- S .
2/ o/& 2/ Unit cost (total ex divided by total volume) s 22

\ ‘

_/
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Exhibit VI

o

(o

[Month, [. _ Month Month ' [ Month | Month | Month ! Month i Month’
sy | Fobres Htascd. Lpnt Qs Qualey Llucppeals
0252 | 4,50 4% 477240 flus2s | $143.0 47208 471044 457 4
1222 /432, 2440 5544 KYAZ S 1443 2.30 295
b 44 58/ 7.5/ 259 4.7/ 448 4.77 2.02
3.2/ 2.90 375 429 /.57 1.5% /4o r7i
|
/721 £ia | 4.3¢ £57 /9.29 ¢./9 3 40 (85 |
3532 L72 ] //.20 &.7/ 409 L4 /3 .73 Y7 4
242 .3.729 4é4o 554 3.23 .40 1A 235
2748 27282 278 | 2784 2720 | 2782 27.0¢ 27.22
549 | 54y .49 549 549 | 549 549 549
Looo ' £ Q.00 /0.00 1 0.00 /0.00 /£ 0.00 10.00 LO.00
S5 | S5 sa5 545 L5 S5 515 S5
A7) ; 739 ! 4.9 4.57 ‘.52 417" 4.42 .50
9.2%4 130 | 4.20 737 | 37.40 232 2.0/ 11.54
|
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Assuming that the necessary feature of de-
partmentalization of income and expenses
is to be retained, there are two other for-
mats available for statement presentation.

One alternative is to show the entire
business operation in detail ona columnar
sheet. The form would have a column for
each income-producing function—that is,
sales-meat, sales-frozen food, sales-
other, storage, processing, and soon. Each
column would show the income from that
particular function and the details of the
cost of sales and operating expenses as-
sociated with that function. Thus, each
month a separate statement would be pre-
pared showing the entire business opera-

tions on one sheet. This type of statement
provides an opportunity to compare the
different parts of the business for a month,
but eliminates the essential feature of
month-to-month comparison.

The second basic format that can be
used is to prepare a separate statement
for each department or function within the
business showing all the information about
a department on its statements. This for-
mat will allow for month-to-month com-
parison, but does not allow the manager to
get an overall picture of his operation; nor
does he get a picture of the relationship
between the amounts of income contrib-
uted by the different parts of the business.

Forms for the Statements

The statements illustrated in exhibits I
through VIII were prepared on preprinted
forms. These forms are designed so that
each month’s statement can be prepared
on a separate sheet. These sheets can
then be aligned over the preceding month’s
sheet with only the amount column for the
prior month left exposed. There are sev-
eral accounting forms suppliers who sell
this type form along with binders designed
to align the material for easy reading.

The specific forms used here are not
essential to the system. The essential

feature is that the statements be de-
signed to allow for month-to-month
comparisons. This can be accomplished
by typing comparative statements each
month or by a number of other means.
A very inexpensive way to provide
month-to-month comparisons is to use a
columnar worksheet (analysis pad) with
space at the center5in which account
titles can be written. With such work- .
sheets, the account titles are writ-
ten once a year and the amounts are
written in the appropriate columns each
month.

How Many Departments?

Each manager must decide the amount
of detailed information which will be most
useful in managing his business. This
decision is very important. Attempting to
break down the business into too many
departments or operating functions will
create unnecessary difficulty in maintain-
ing the records and preparing the state-
ments and will make it more difficult to
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‘“‘draw the line’’ in allocating the various
expenses to the departments. Atthe same
time, to group together essentially dif-
ferent functions will eliminate important
information. The decision as to what

5

Centered so that columns on one side
can be used for monthly amounts and on
the other for year-to-date amounts,
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departments to set up should not be made
until after the material in the remainder
of this manual has been read.

The purpose of an accounting system is
to provide information useful to manage-
ment in directing the operation of their
business—not to provide a straitjacket
into which management must fit their
operations. The statements presented in
exhibits I through VII show the break-
downs that were considered appropriate
for the businesses to which they applied.
They are not presented as a model for
other operations.

Other businesses will find that some of
the items separated in these statements
can be combined and still provide adequate
information because the areas are not
sufficiently important to be separated. On
the other hand, it is likely that other func-
tions should be separated to provide the
information needed to effectively control
operations. For example, if a plant op-
erates a fleet of delivery trucks or is
engaged in a manufacturing operation or
other important activities, the costs and
income applicable to these operations
should be separated.

Each important function essentially dif-
ferent in nature should be accounted for
separately. If functions and products
which have different profit margins or
which require different amounts or types
of work are combined, the data will not
provide an adequate basis for management
decisions as to the individual functions.

For example, if the basic service func-
tions had all been combined in the pilot
project, very important information as to
the differences in income and costs of
processing, curing and smoking, slaugh-
tering, and storage would have been lost.

However, in the pilot study, it was de-
cided that lard rendering, although some-
what different in nature from the other
functions and fairly easily separated, was
not sufficiently important in these op-
erations to warrant separation.

A dividing line for determining whether
an activity should be separated can be set
at approximately 10 percent of overall
operations. Thus, any activity that pro-
duces 10 percent or more of operating
income should probably be treated sepa-
rately and matched against its cost and
expenses if it meets the other criteria
for separation. Any activity consisting
of less than 10 percent of overall op-
erations should probably be combined with
a similar activity. Insome cases, smaller
activities should be separated for special
reasons such as the necessity of obtaining
data about an experimental entry into a
new line of activity to determine whether
to expand into the area or about an activity
which appears to be borderline to deter-
mine whether it should be eliminated.

In the statements illustrated, the ex-
penses of selling and customer service
are not broken down to show the amounts
applicable to the various sources of in-
come. In some situations, selling, ad-
vertising, delivery, and customer service
expenses should be broken down by func-
tion. This would be necessary when one
or two products or types of sales—for
example, home delivery or an extensively
advertised product—were causing amajor
portion of the expense.

In this case it might be appropriate to
separate those expenses whichare directly
applicable to a particular product or
function and leave the expenses applicable
to all products in the overall expense
category. Under some conditions, itmight
be appropriate to modify the income and
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expense summary to show the following
for the wholesale meat operation:

Sales-meat XXX
Cost of sales-meat XXX
Gross profit XXX
Less: Truck expenses to
deliver XXX
Contribution to income XXX

Most selling and customer service ex-
penses are joint expenses which cannot
be reasonably allocated to a particular
income-producing activity. These should
remain in the overall expense category
for selling expenses and be deducted on
the Income and Expense Summary in the
manner illustrated. In most business
situations there is no reasonable basis
for the allocation of general and ad-
ministrative expenses. If a reasonable
cause and effect relationship cannot be
found—as is most often the case with di-
rector expenses, office supplies and ex-
penses, and other administrative ex-
penses—the information produced by an
allocation can be more misleading than
helpful.

In some cases, special studies can be
made to provide helpful supplementary in-
formation. For example, the cost of
processing sales tickets and records of
accounts receivable might be determined

and related to the different types of sales.
This information can be combined with
other data regarding those sales in de-
ciding whether an adequate profit is being
produced by the different types of sales.

In some cases it will be found that
expenses are relatively easy to separate
but that income from two functions is so
interwoven that separation is difficult. In
the pilot study this was found to be the
case with processing income and curing
and smoking income. The charges for the
two functions were sometimes combined;
for example, for ahog, the customer would
be charged a single fee for the complete
job of processing, chilling, rendering
lard, and curing. Nevertheless, itwasde-
cided that the nature of the work was so
different that a separation was needed. In
this case a special analysis determined a
reasonable basis for splitting the income
between the two sources.

Likewise, it was found that income from
bulk storage could be easily separated
from locker rentals but that the expenses
of the two would be difficult to separate.
In this case it was decided that separation
should not be made since the major portion
of the expenses were related to space and
an analysis of space occupied would pro-
vide the information needed for decision
making.

Use of Special Studies

There is danger that an accounting sys-
tem will become so complex and involved
that it will lose its effectiveness. The
cost of providing information can exceed
the value of the information. In order to
avoid this situation, the operator and his
accountant must determine whether, in
some areas, a special study might be ap-
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propriate to provide information about
some parts of his operation instead of a
continuous breakdown of the operating
data. Chapter IV, page 50 shows a set of
procedures that can be used to make a
special study to determine the cost of
performing a specific service. Another
example of a special study follows,




If it is decided that the trucks operated
by the business are not sufficiently im-
portant to warrant setting up a separate
department, a special study can be made
to determine the cost of operating the
truck for a period. The value of this in-
formation in determining whether the
truck operation is producing an adequate
return is apparent. The procedures for
making such a study would be:

1. Select a period of at least 1 month
which is fairly typical of the operating
activity for the truck.

2. During this period, maintaindetailed
records on the total mileage driven and
the amount of gas and oil used.

3. If the truck is run by a full-time
driver, determine the total payroll cost—
including payroll taxes—for the driver for
the month. If the driver works at other
functions part-time, maintain a record of
the time spent in each function as a basis
for allocating his total payroll cost.

4. For repairs, maintenance, tires, and
so on, the amount spent—actual or esti-

mated—over the past year or 2 years di-
vided by the number of months will pro-
vide a better estimate of the monthly cost
than accumulating the actual cost incurred
during the month under study.

5. Depreciation, insurance, property
taxes and license cost for the past 12
months can be determined from the rec-
ords. These amounts divided by 12 will
show the average monthly cost.

6. Total all the cost determined in 1
through 5. This total can be divided by
the number of miles driven during the
period to give the average cost of operation
per mile.

Similar special studies can be made to
determine the cost involved in many parts
of the business operation. Studies also can
be made to determine the income produced
by minor income-producing activities. In
any case where a particular operatingac-
tivity is relatively unimportant or is
closely associated with a similar activity,
the use of a special study instead of
continuous breakdown will probably be
appropriate.

The Balance Sheet

In the pilot study it was concluded
that the preparation of a complete bal-
ance sheet each month was unnecessary.
Instead of this, the most significant
items from the balance sheet are pre-
sented at the bottom of the Income and
Expense Summary Sheet (exhibit I). Most
of the items on the balance sheet do not
change substantially from month to month.
Thus, the annual preparation of a

balance sheet seems to be adequate for
most purposes. There should be, how-
ever, a continuous analysis or compari-
son of such items as current assets—
that is cash, accounts receivable, inventory
and similar items; and short term debt—
that is accounts payable, notes payable,
and so on. On the statement the balances
of each of these items are shown for
each month.
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Chapter III
Analysis of Operating Expenses

In order to prepare statements showing
income and expenses broken down by
function, it is necessary to analyze the
income from, and expenses of, operating
the business. Categories for this analysis
are determined by the decisions made on
the amount and type of detailed data needed.

Before getting into the methods of
analysis, a word of caution and of en-
couragement is in order. The operator of
the business is the person knowing most
about the business and hence must spend
some time and effort in making the analy-
‘'ses. An outside accountant, familiar with
analytical techniques, can be an invalu-
able aid in setting up the analyses; and
the allocations shown in the illustrations
used in this chapter can be helpful as
guide lines in making allocations, but
each business is unique. The use of some-
one else’s data for allocations will not
give proper information about any busi-
ness.

Encouraging, however, is the fact that
the operator does know enough about the
business to make reasonable allocations.
The initial reaction to this statement will
probably be to say, ‘‘Impossible!”’ This
is not the case. If each item is taken in-
dividually and worked through, the task is
relatively simple. Furthermore care-
fully considered estimates based on the
best available information will provide

very useful data. Wild guesses, or ac-
cepting percentages established for other
plants, should be avoided.

The benefits to be derived from making
the analyses should not be overlooked.
The operator can learn quite a lot about.
the business by spending the time and
effort necessary to make the recommended
analyses.

One of the operators in the pilot project
stated that he had learned more about his
business by being required to think ob-
jectively in making the analysesof income
and expenses than he had during the entire
period his business had operated. The
other operators agreed that the critical,
objective review of their operations was
very valuable.

Two types of analysis of expenses will
need to be made for each operating sit-
uation. First arethe ‘‘one-shot’’ analyses
that are completed at the installation of
the system and need not be reviewed until
there is a fairly substantial change in the
operating situation. These will provide
the bases for allocation of utilities, re-
pairs and maintenance, depreciation,
property taxes, insurance, and similar
items. Next are the analyses that are
maintained continuously during the op-
erating period. These will provide the
bases for allocation of labor, supplies
used, and similar items.

The Bases of Allocation

A tabulation of the major types of
operating expenses begins on page 29,
with an indication of the basis of allo-
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cation that should be used. Accounts
designated by an asterisk (*) are appli-
cable only to selling expenses, general




and administrative expenses, or both, and
no allocation to income-producing func-

tions is usually necessary.

Some of the expense

Type of Expense

Plant and Processing Labor

Payroll Taxes

Supplies Used

Lights and Power

Heat

Water

Repairs and Maintenance - Building

Repairs and Maintenance - Machinery

& Equipment

Laundry

Depreciation - Building

items shown
here would probably not be used as
account titles by some businesses be-

cause of combinations of classifica-
tion or different operating conditions.
On the other hand, many operators
will find it desirable to use addi-
tional account titles to provide more
detailed information about their opera-
tions.

Basis for Allocation

Continuous analysis based on type of work done
(or estimates checked periodically by actual
analysis).

Labor distribution or predetermined percentage
based on estimate of past labor costs.

Continuous analysis based on type of supplies.

Predetermined percentage based on estimate of
horsepower demand of equipment in place for
each function.

Predetermined percentage based on analysis of
heated space.

Predetermined percentage based on estimate of
usage.

Predetermined percentage based on floor space
analysis.

Predetermined percentage based on value dis-
tribution of equipment in use in the plant.

Predetermined percentage based onuse of items
laundered.

Predetermined percentage based onfloor space.
Note: If the building account includes lockers,
refrigeration equipment, insulation, and so on
(as was found in some cases in the pilot study),
a separation of these amounts is needed so that
the basic building can be prorated on the basis
of space and the other items combined with
equipment.
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Type of Expense

Depreciation - Machinery & Equip-
ment

Property Taxes

Insurance

Maintenance Supplies
Salaries and Wages - Selling*
Advertising and Promotion*

Travel and Entertainment*
Auto and Truck Expense
Repairs and Maintenance - Autos &

Trucks

Office Supplies*
Selling Supplies*

Salaries - Officers

Salaries - Office

Postage, Shipping & Mailing*
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Basis for Allocation

Predetermined percentage based on value dis-
tribution of equipment in use in the plant.

Predetermined amount based on valuation of
property. For real property tax—floor space,
for personal property—use.

Predetermined amount based on item insured.
For real property—floor space; for personal
property—use; for inventory—selling expense;
for employees—same as payroll taxes.

Predetermined percentage based onfloor space.
Selling expenses;
Selling expenses.

Selling or general and administrative depending
on reason for expenditure.

Predetermined percentage based on use of
equipment.

Predetermined percentage based on use of
equipment.

General and Administrative expenses.

Selling expenses.

If the officer actually engages in production
work for a substantial amount of his time, his
salary should be prorated on the basis ofa con-
tinuous time analysis. If his time is spent in
overall management, his salary should be
charged to general and administrative expense.

Divide between selling and general and adminis-
trative on the basis of an analysis (or estimate)
of time spent in each.

General and Administrative expense. Note: If
a substantial amount of postage is used to mail
out advertising literature or to ship products
sold to customers, this should be separated and
charged to selling expenses.




Type of Expense

Dues and Subscriptions*

Telephone and Telegraph*

Other Taxes and Licenses*

Legal and Accounting*
Directors Fees*

Miscellaneous Expenses*

Basis for Allocation

General and Administrative.

General and Administrative. Note: Ifa substan-
tial amount of selling effort is conducted by
telephone, this should be charged as a selling
expense.

General and Administrative or Selling, deter-
mined by type of tax.

General and Administrative.
General and Administrative.
General and Administrative or other depending
on reason for expense. Note: Individual ac-

counts should be set up to include all expense
items of significance so that the miscellaneous

expenses account is kept at a minimum.

In most of the locker industry, labor
and supplies frequently account for from
50 to 75 percent of total operating ex-
penses. Under the proposed methods of
allocation, these are prorated onthe basis
of continuous analysis of actual operations.

Many of the other expenses can be at-
tributed to a specific operating depart-
ment or to the selling or general and

“One-Shot”

The tabulation of methods of allocation
of expenses indicates that certain basic
analyses need to be made initially since
other allocations are dependent on them.
These include analysis of space utiliza-
tion, demand on refrigeration equipment,
and value of equipment in use. These and
the other analyses included in this section
are made when the system isinstalled and
are not recomputed or changed unless

administrative expenses. For theseother
expenses a reasonable basis of allocation
has been selected, based onthe importance
of the item and the relative ease of deter-
mining the allocation. Thus, it is reason-
able to assume that estimates of these
allocations, based on the reasoned
judgment of the manager, will pro-
vide reliable data for management de-
cision making.

Analyses

there is a significant change in the op-
erating situation.

Floor Space

The basis for analysis of floor space is
a sketch of the floor plan of the building
indicating dimensions of each part of the
building and normal use of the space.
From this sketch a worksheet isprepared
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to determine amount and percentage of
floor space devoted to each function. A
typical sketch of a plant with the accom-
panying worksheet is presented in exhibits
IX and X.

The reasoning that produced some of
the specific allocations illustrated in ex-
hibit X might be helpful in making other
similar allocations even where the situa-
tion is substantially different. First, the
actual current use, or more accurately, a
realistic appraisal of the anticipated use
for the next operating period, is the basis
for the allocation. This is the best meas-
ure of the effort now being devoted to the
various operating functions. The factthat
the effort could be redirected to more ef-
ficient use would definitely be considered
in making management decisions regard-
ing reallocation of effort, but would not
enter into an allocation of expenses in-
curred unless the change inuse is actually
made.

Multipurpose space such as hallways,
employee washroom-locker room, engine,
compressor, boiler rooms, and common
storage rooms can be omitted from the
computation, with the allocation percent-
age based on the total allocable space.
This produces the same results as dis-
tributing the multipurpose space to the
various functions on the basis of their pro-
portion of total space.

Quick-freezing of packaged meats is
considered to be a part of the processing
function; thus, the freezer is allocated to
processing. The meat washroom is used
to wash down whole animals and has
basins provided for washing salt-meat;
hence, the space is divided between the
two functions. The ‘‘supply room’’ is
used exclusively for storing processing
and curing supplies (other supplies are
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stored in the compressor room and wash-
room). The 20-80 percent split is based
on an estimate of the normal space re-
quirements for the two types of supplies.

The worksheet is completed by adding
each of the columns and computing a per-
centage for each function. The percent-
ages are computed by dividing the total of
all allocated space into the total allocated
to each function. The use of the data
produced on this worksheet is indicated
in the discussion of the specific item
allocations.

Demand on Refrigeration Equipment

Refrigeration expense—including power,
repairs and maintenarice, and depreciation
of refrigeration equipment—is a signifi-
cant part of the cost of operating a locker
plant. A reasonable allocation of refrig-
eration cost to the various functions
served requires a determination of the
proportionate demand on the equipment.
This determination is relatively simple
to make for the plant which is set up with
separate refrigeration units for separate
functions. Many plants are designed with
separate units for zero storage, quick-
freeze, and high-temperature storage. If
this is the case, a reasonable allocation
of refrigeration cost can be made on the
basis of the horsepower rating of the
equipment engineered to handle the load
for each function.

For the plant with equipment serving two
or more functions or equipment inter-
locked to serve all functions, the operator
will need to estimate the horsepower of
equipment that would be needed if each
area were separately handled. This esti-
mate should be based on the operator’s
knowledge of his operations and the op-
eration of other plants in his area.
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Exhibit XI

Analysis of Demand on Refrigeration Equipment

Allocated To

. Total Curing and
Units horsepower Storage | Processing smokging
Unit for zero storage 15 15
Unit for quick-freeze 10 10
Unit for high-temperature storage 5 2.5 2.5
Total horsepower 30 15 12,5 2.5
Percent 100 50 42 8

As an example of the computational
method, assume that the plant would use
a 15-horsepower unit for zero storage, a
10-horsepower unit on the quick-freeze,
and a 5-horsepower unit for all high-
temperature storage. Assume further
that separate departments are to be set
up for storage, processing, and curing
and smoking. Finally, assume that the
demand on high-temperature storage is
divided equally between processing and
curing and smoking. In this situation the
allocation would be as illustrated in ex-
hibit XI.

This allocation should be made as care-
fully and accurately as possible since itis
used in making other allocations. The per-
cent line is used to allocate the value of all
refrigeration equipment in the value dis-
tribution of equipment in use. The total
horsepower line becomes a part of the
analysis of horsepower demand of equip-
ment in use.

Value Distribution of Equipment

The worksheet in exhibit XII shows the
method of computing percentage distribu-
tion of the value of equipment in use. The
percentages established by this analysis
are used for the distribution of Repairs and
maintenance-machinery and equipment,

Depreciation-machinery and equipment,
Property tax on machinery and equipment,
and Insurance on machinery and equipment.

The valuation used on the equipment
list should be original cost. The detailed
listing of items of equipment used on the
worksheet can usually be obtained from
the depreciation schedules used for Fed-
eral Income Tax purposes. If not avail-
able, a survey of the plant will provide a
listing of the major items of equipment.
The items can be priced from aknowledge
of original cost or current price lists.
The percentages so produced will be suf-
ficiently accurate to avoid any significant
distortion of reported results.

Horsepower Demand of Equipment

The worksheet presented in exhibit XIII

shows an example of the analysis of

To use a percentage distribution on a
specific repair cost--for example, on
equipment which is solely used for the
processing function--may appear un-
natural, but this method is easiest to use
and produces a more realistic picture of
overall results., This is true since this
method eliminates a large part of the
month-to-month distortion of functional
Expense Reports that would appear under
the use of specific allocation.
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horsepower demand. The listing of elec-
tric motors on equipment in use is ob-
tained from a survey of the plant. Any
multipurpose equipment is noted and allo-
cated according to the use of that equip-
ment. Refrigeration equipment is
allocated to the functions served on the
basis of the horsepower for each function
as established in exhibit XI.

The percentage allocation for horse-
power demand of equipment inuse becomes
the basis for allocation of Light and Power
expense. This treatment omits the lights
in use from consideration, but this is
reasonable in most situations since the
power used for normal lighting is small
compared to the other power demands.
This treatment also omits from consid-
eration the fact that some of the equip-
ment such as refrigeration, freeze chest,
blower fans, and so on, are on 24-hour
service, while other equipment is used
only part time. The minor error intro-
duced by this treatment does not warrant
the additional effort necessary to develop
a correction factor.

Payroll-Related Cost

As indicated in the tabulation of types
of expenses, payroll taxes and other
payroll-related costs can be allocated to
the various functions each month indirect
proportion to the actual distribution of
labor cost for the month. Distribution of
labor cost is discussed on pages 41-50.
Direct allocation provides an accurate
allocation of these costs but is somewhat
difficult to handle since it requires the
following steps each month:

1. Summarize the month’s payroll cost
showing the amount allocated to each
function.

2. Compute percentages for each func-
tion by dividing the payroll cost allocated
to the function by the total payroll cost.
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3. Apply the percentages computed to
the payroll tax and other payroll-related
cost to determine the amount of such cost
to be allocated to each function.

A less accurate, but acceptable, method
of allocating payroll-related cost can be
used with less difficulty. Under this al-
ternate method, a percentage allocationis
established at the installment of the sys-
tem and used to allocate all payroll-
related cost as incurred or recorded. The
worksheet presented in exhibit XIV shows
the method of computing the percentage
allocation. On this worksheet, allocation
of the salary of each employee should be
based on a reasoned estimate of the time
the employee spends working at each of
the functions.

The percentages established by this
analysis should be corrected—that is, re-
computed—when information on the actual
payroll distribution for 3 or more months
is available and should be corrected at
least annually thereafter. This method
is not acceptable for allocating payroll
cost, since total payroll cost is such a
large part of total operating expenses.

Fixed-Charge Items

Most businesses that prepare monthly
operating statements predetermine the
monthly amount to be charged off as
insurance, depreciation, taxes, and simi-
lar items, using these predetermined
amounts in the statements prepared. At
the end of their fiscal year, or earlier if
the situation changes significantly, the
total for the year is corrected and a new
monthly charge is determined for the
following period. The worksheet pre-
sented in exhibit XV shows the method
of computing the monthly charge for
insurance, allocated by function.
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The following comments are presented
to indicate some of the reasoning used in
preparing this analysis. Life insurance
on key persons is not included in the
business insurance expense but is treated
separately, and the net cost is charged as
Other Outgo along with interest expense
and similar items. Insurance on building
(fire, extended coverage, and so on) is
prorated on the basis of space. Insurance
on machinery (fire, extended coverage,
boiler explosion, and so on) is prorated
on the basis of value distribution of
equipment. Insurance oninventory of mer-
chandise for resale is charged to Selling
Expenses. If inventory of supplies is
large enough to constitute a substantial
part of the cost of insurance oninventory,
a proration should be made based on
relative values.

Workman’s compensation insurance is
prorated on the basis of the estimated
percentage distribution of payroll (exhibit
XIV). Insurance for the purpose of pro-
tecting against damage to patrons’ food in
lockers due to equipment or power failure
is charged to Storage Expenses. Business
interruption insurance is charged to Gen-
eral and Administrative Expenses. Insur-
ance for the purpose of protecting the

business against claims from customers

injured on the premises is charged to
Selling Expenses. Auto and truck insur-
ance is prorated according to the use of
the equipment.

Similar worksheets should be prepared
for computing such monthly charge as
taxes. For depreciation, the monthly
charge is based on the annual amount of
depreciation and the percentage alloca-
tions computed in exhibit X for building
depreciation and in exhibit XII for de-
preciation of machinery and equipment.

Summary Worksheet

When the basic initial analyses have
been completed, a worksheet or ‘‘perma-
nent’” record similar to exhibit XVI
should be prepared. This summary will
be useful as a reference for the person
keeping the books and preparing the
monthly statements. Some of the items
listed on the summary have not been dis-
cussed. However, the ideas setforthinthe
preceding pages and the operator’s inti-
mate knowledge of operating conditions of
the business will provide an ample basis
for setting up the percentages.

Continuous Analyses

As indicated previously, labor and sup-
plies used constitute from 50to 75 percent
of total operating expenses in the locker
and local processing industries. The
validity of the operating statements de-
pends on the accurate allocation of these
costs to the functions served. Adequate
time and effort should be devoted to
these items to assure a reasonably ac-
curate allocation, since the effort expended
in making accounting allocations should
be proportionate to the importance of the

item. Since the operating situation in
most locker plants changes from season
to season, an accurate allocation of labor
and supplies expenses requires continuous
analysis.

Labor Control and Planning

The analysis of labor cost has two
basic uses in an operating situation.
First, the records can be established in
such a way as to assist in controlling
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labor cost and planning and controlling
labor usage. If this is not desired, the
records can be set up to provide the
data needed for the accountingdistribution
only.

In most situations, the value of using
these data for planning and controlling
labor cost and use will far exceed cost of
the added effort. Effective planning and
control can cut down on amount of over-
time required and amount of extra help
needed during the rush season. This
reduction in cost adds directly to the net
profit of the business. In many busi-
nesses a 5 percent reduction in labor
cost will cause a 50 percent, or greater,
increase in net income.

It is common knowledge that employees
tend to stretch assigned tasks to fill the
time available for their completion. It
is also common knowledge that an em-
ployee who is assigned more work than can
reasonably be completed in the assigned
time is likely to become discouraged and
do less than he is capable of. A discussion
of employee relations, incentives, and so
on is beyond the scope of this manual;
however, the manager who has not ac-
quired a thorough knowledge of the pro-
duction capacity of his work force cannot
possibly direct their efforts effectively.

One way of acquiring knowledge of the
production capacity of an employee is
through time and motion studies by ex-
perts. These studies are designed to
determine the best way to perform a
specific task and to determine the amount
of time the task should take with the
employee working at a normal pace. The
data obtained provides a standard for
comparison with the output of the em-
ployee. In situations where employees
work continuously on routine, repetitive
tasks, shielded from outside interference,

these studies have provided excellent
guides for measuring employee efficiency.

Most locker plants do not operate under
conditions which would justify the expendi-
ture of funds for scientific time and mo-
tion studies. This does not mean that no
thought should be given to the problem.
Each operator should examine his opera-
tion in detail, paying particular attention
to the routing of products through the
plant, bottlenecks in the operation, and
so on. Oftentimes minor changes in the
location of a particular operating unit will
effect substantial improvement in the
overall operation. Employees will often
suggest improvements of substantial
value, if such suggestions are honestly
solicited and given real consideration.

Each operator should also spend the
necessary effort to train employees in
efficient performance of their assigned
task. Time spent in working with em-
ployees, experimenting with different
methods of performing certain tasks, and
experimenting with different combinations
of the work force can pay handsome
dividends in more efficient operationdur-
ing rush periods.

A detailed continuous analysis of em-
ployee time used with an analysis of
daily volume statistics can be a very
effective aid in controlling the use of
employee time. These analyses, built
up over a period of time, will give a
knowledge of employee operating capacity
under operating conditions in your plant.
This knowledge and that of the volume of
work to be done are invaluable in setting
up work schedules for employees, deter-
mining when overtime work should start
and determining when additional labor
should be hired.

Exhibit XVII shows a form that can be
used for continuous analysis of employee
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Weekly Payroll Record

Name of employee For week ending 19
Time in Each Department
Day Time Time Total Processing |[Curing |Slaughter [Selling |[Admin. General
of in out hours & cust'r &
week worked smoking service |office
a.m,
SUN.
p.m.
a.m,
MON,
— Pai.
a.m,
TUES.
p.m.
a.m,
WED,
p.m,
a.m.
THURS .
p.m,
- a.m,
FRI.
p.m,
a.m,
SAT.
p.m,
Totals
Instructions: Must be completed each day. Estimate time in each department to nearest

1/2 hour.
each day.

Total of all departmental hours must equal total hours worked
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time. This form should be modified to
meet the particular needs of the operating
situation for which it is to be used. A
more detailed breakdown as to the dif-
ferent services performed by the em-
ployees would be useful under some condi-
tions; for example, some operators will
want to break down processing as to the
type of meat processed, the actual service
performed (that is checking in, cutting,
wrapping, and so on), or both.

To be useful, this data must be reason-
ably accurate. An employee should be
assigned to assure that a form for each
employee is filled out as the work pro-
gresses and not estimated at the end of
the week for the entire week. To assure
uniformity, all employees must be in-
structed as to what to include in each
category. For example, they should be
instructed to include start-up and clean-up
time with the actual operating time on a
particular function and to account sep-
arately for the time during which there
was no production because of lack of
product, machine breakdown, or similar
cause. This nonproductive time should
be handled according to one of the methods
described on pages 49-50.

Exhibit XXV shows a form that can be
used to accumulate volume statistics for
use in conjunction with the labor time
analyses. To be effective for labor
scheduling and control, the data must
represent the work actually performed
each day rather than the product that
came into the plant or the product de-
livered to the customers that day. This
information should be accumulated daily
from the processing tickets and other
records showing volume of product worked
on that day. Comparing these data with
the daily summary of the production
employees’ time over aperiod of normally
busy operation will provide a good indica-

tion of the normal work capacity of the
labor force. Any significant variation in
the time-volume relationship indicates
that the cause should be determined and,
possibly, corrective action taken.

As indicated previously, knowledge of
the productive capacity of the work force
and of the production work to be done for
the day or week provides an excellent
basis for planning work and scheduling
each employee’s time. The manager,
who is (or should be) away from close
contact with production work in his plant,
will find this type of record of utmost
value in controlling this phase of his
overall operation. A comparison of sched-
uled time and output with the attained
time and output provides an intimate
knowledge of performance of the work
force.

After the initial backlog oftime analysis
data has been built up, the continuous
analysis of employee time can be reduced
to a periodic check onactual time—that is,
1 complete week per month or 2 days per
week. In this case the primary check on
employee performance will be scheduled
output compared to actual output.

Accounting Distribution Only

If the labor analysis is not to be used
to aid in labor control and production
planning, the amount of work involved
can be reduced. In this case the weekly
payroll record shown in exhibit XVII
can be simplified by omitting the ‘‘time
in - time out’’ record and showing only
the total hours and distribution. This
simplified form, then, need only be pre-
pared for employees who work at more
than one function. For example, if the
functional breakdown to be used is Proc-
essing, Slaughter, Storage, Selling, and
Administrative, there is no need for a
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Monthly Payroll Summary

Name of employee For month of 19
Week Total Time In Each Department
No. hours Processing Cure Slaughter Selling Admin. General
worked '
& cust'r &
Smoke service office
1
2
3
4
S
Total
hours
Distribution Total
of pay Pay
Instructions: 1, For employees on a weekly or bi-weekly pay basis include in total pay an

amount for all hours worked to the end of month even though not paid.
2. Compute distribution of pay prorated on the basis of hours worked. For
example, if employee total hours are 170 and hours in Processing are 85,

then 85/170 multiplied times total pay is amount distributed to

Processing.
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‘‘weekly payroll record’’ for an employee
who works in the processing operation
exclusively.

However, under this breakdown, if an
employee works part-time inthe slaughter
function and part-time in the processing
function, an analysis form is needed to
accumulate the time used in each. Fur-
thermore, ifthe curing and smokingopera-
tion is sufficiently important to be sep-
arated from processing, a time analysis
would be needed for an employee who
worked part-time in cutting meat and
part-time in washing and resalting meat
in the cure room. The same is true for
a processing employee who spends a
significant amount of time in selling. No
allocation of time should be attempted
for an employee who spends only a nominal
amount of time in a second function.

For eachemployee whose time is divided
between functions, a monthly summary
form, illustrated in exhibit XVIII should be
used. How to prepare this summary
follows:

1. Enter the employee’s total time with
appropriate breakdown by function each
week in the appropriate spaces on the
summary and compute the month’s total.

2. Enter the employee’s total pay for
the month on the summary.

3. Compute the distribution of total
pay prorated on the basis of hours worked.
For example, if the employee’s total time
for the month is 170 and the time spent in
processing is 70, then 70/170 multiplied
by total pay is the amount distributed to
processing. As an alternative computa-
tional method, divide total pay for the
month by the total number of hours to be
allocated this month to get an hourly rate.
Multiply this rate by the number of hours
in each department to get the total amount
distributed to the department.

4. Cross-add the distribution of pay to
assure that the total of the distribution is.
equal to total pay.

The final step in the accumulation of pay-
roll cost for accounting distribution pur-
poses is the preparation of the Summary of
Payroll - Plant Employees illustrated in
exhibit XIX. This form provides the basis
for the breakdown in the ledger of the
Plant and Processing Labor Expense
account.

To prepare this summary:

1. List on this sheet the name and total
month’s pay for each plant employee.
Note that office employees, sales em-
ployees, and officers should not be listed
on this summary if their salaries are
entered in separate expense accounts in
the ledger. The columns provided for
selling, office, and so on, are used if a
plant employee spends time that should
be charged to these functions.

2. For those employees whose time has
been distributed between functions, enter
the distribution from the Employees
Monthly Payroll Summary.

3. For employees who have worked in
only one department during the month,
enter their total pay under the appropriate
departmental column.

4. Add each column and cross-add the
column totals.

Two problems inpayroll distribution for
accounting purposes require some atten-
tion. First is the question of how to
distribute the nonproductive time of the
employees. The other is the question of
how to handle the payments to weekly paid
personnel at the end of the month.
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Summary of Payroll - Plant and Processing Employees

For Month of 19
Employee name Total Each Department
or number Processing | Cure | Slaughter | Selling | Admin. |General
& cust'r &
_Smoke | office
Hrs.
1
$
, Hrs.
2
$
Hrs.
3
$
Hrs.
4
$
Hrs,
5
$
6 Hrs,
_ $
Hrs.
7
$
Hrs.
8
$
Hrs.
9
$
Hrs.
10
$
Total Hrs

XIX Nqruxy



Many locker plants have periods during
the year when there is not adequate work
to occupy the time of even a skeleton work
force. Even during the busier times
there are days when there is not enough
work to keep the work force busy, or the
work is stopped because of a machine
breakdown. What is to be done with the
amount paid an employee when he is not
engaged in productive work?

One procedure is to allocate all nom-
productive time to the employee’s primary
function. For example, if an employee
who was hired as a meat cutter spends
120 hours cutting meat, 30 hours on the
road selling, and 20 hours nonproductive
time, his time would be allocated as
follows: 140 hours—120 plus 20—to Proc-
essing and 30 hours to Selling Expenses.

This method assumes that the function
for which the employee was hired should be
relieved of the cost of any time that can
be used productively by another function,
but that the primary function should be
charged with all of the nonproductive
time. This procedure is entirely logical
in reference to the decisions management
needs to make in operating the business.
It, in effect, says, ‘‘If the processing
function is not producing enough profit
and more volume is not attainable, you
can reduce processing cost, and hence
increase profit, by finding an alternate
productive use for the processing em-
ployees during slack season.’”’ This
procedure is easiest to handle.

If the labor analysis is to be used for
purposes of accounting distribution and
nonproductive time is to be charged to
the primary function, there is no need
for a ‘‘General’’ column on the Weekly
Payroll Record. For each employee, the
time spent in productive work outside the
major function would be allocated to that

function with the remainder of the time—
productive or nonprodu ctive—being
charged to the major function.

Another procedure is to allocate non-
productive time to productive time pro
rata. Using the same example as already
cited, if an employee who was hired as
a meat cutter spent 120 hours cutting
meat, 30 hours on the road selling, and
20 hours nonproductive time, his nonpro-
ductive time under this procedure would
be allocated as follows: 16 hours to
Processing and 4 hours to Selling ex-
penses. The computation for allocating
nonproductive time is as follows:

Total productive time is 150 hours;
processing time is 120; therefore,
120/150 times the nonproductive
hours is allocated to processing and
30/150 times the nonproductive
hours is allocated to selling.

This would give a distribution of total
time as follows:

120 + 16 = 136 hours for processing
30 + 4 = 34 hours for selling

The same distribution of total pay can
be obtained by eliminating nonproductive
time from consideration. In the above
illustration, 120/150 times total pay will
give the same amount as 136/170 times
total pay. The actual allocation of non-
productive time will be needed only when
the functional amount is to be determined
by multiplying hours in a department by
an hourly rate.

This procedure recognizes that an em-
ployee may be hired to perform many
functions and prorates the cost proportion-
ately to all functions served. It wouldbe the
most logical method for an employee who
was specifically hired to do more thanone
major job. In a particular operationsome
employees’ nonproductive time could be al-
located according to the first alternative
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described and others accordingto the sec-
ond, although selecting a method and using
it for all employees would be simpler.

In many plants the nonoperating time
is not all nonproductive. Plantemployees
are often used to paint the building and do
other general maintenance work during
slack times. Logically, the cost of time
used this way should be charged to Repairs
and Maintenance and reduce Plant Labor
cost. This canbe accomplished by record-
ing a journal entry—Debit, Repairs and
Maintenance; Credit, Plant and Processing
Labor for the dollar value of the time spent.
Entries in the accounts which remove a
part of payroll cost from the identifiable
payroll accounts create some problem in
reconciling the payroll and withholding tax
reports to the books and thus should be
avoided unless the amount is significant.

Handling labor cost for employees paid
on a weekly basis presents a minor prob-
lem in preparing monthly statements.
The proper amount of labor cost to show
on a monthly statement is the amount
earned by the employee that month. The
payroll for employees paid on a monthly
basis is usually recorded before the end
of the month and, therefore, the accounts
show the appropriate amounts for the
preparation of statements.

For employees paid on an hourly or
weekly basis, there will usually be, at
month-end, a part of a week for which
the employee has not been paid. If this

is a significant amount, it should be in-
cluded in the expenses for the month.
For labor distribution analysis, this means
that the time and total pay distribution
would include the time and pay for a part
week at the beginning and the end of the
month. Recording the amount on the
books of account is discussed on page 63.

Operating Supplies

At the time supplies are purchased,
an analysis should be made to indicate
the function or department in which the
supplies are to be used. The amount of
detail needed will be determined by the
number of different departmental or func-
tional classifications set up.

For example, if the Processing depart-
ment encompasses all the activities of
slaughtering, processing, curing and
smoking, lard rendering, and so on, then
all the supplies used in any of these ac-
tivities would be allocated to the proc-
essing function. If, however, curing and
smoking is set up as a separate function,
curing and seasoning material, paper and
bags for hanging meats, and other curing
supplies would be allocated to the Curing
and Smoking function.

No special analysis form is needed to
break down supplies. The invoice usually
provides the information needed. The
ledger accounts can be set up to accumu-
late the information. These are discussed
in Chapter IV,

Chapter IV
Preparation of Functional Expense Reports

This manual has been prepared on the
assumption that the person who will main-
tain the records will have a basic under-
standing of bookkeeping techniques. De-
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tails normally found in an elementary
accounting textbook are omitted. Empha-
sis throughout the manual is on methods
and procedures necessary to accumulate,




analyze, and present information which
is somewhat different from that usually
found in the reports for small business.

The discussions are restricted mainly to
the peculiar features of methods and
procedures described.

Natural Versus Functional Classification

Before discussing preparation of func-
tional expense reports, the distinction
between a ‘‘line item’’ or natural break-
down of expenses and a functional or
departmental breakdown needs tobe clari-
fied. A function can be thought of as a
department within the business. Thus, in
the statements illustrated inthe preceding
chapters, the business was considered to
have a separate department for Storage,
Processing, Curing and Smoking, Slaugh-
tering, Selling, and Administrative. The
“line item’’ or natural classification of
accounts represents the basic nature of
the expense—for example, Salaries and
Wages, Insurance, and Depreciation.

The purposes of this system would
be adequately served by accumulating
one total for each natural classification,
if the information is maintained so that
these expenses can be properly allo-
cated between the functions or depart-
ments. For example, one account in the
ledger could be maintained for salaries
and wages with all amounts paid to
the entire group of employees, in-
cluding office help, salesmen, and
officers accumulated in that account.
The analysis of payroll discussed in
chapter III would serve as a basis for
breaking this amount down between
departments.

Oftentimes, to increase the amount of
information available in the accounts, it
is desirable to include something of a
departmental breakdown within the natural
classifications. For example, it might be
desirable to have separate accumulations

of—and separate accounts for—plant labor,
office employees, selling employees, and
officers. In the case of supplies, one
accumulation of total supply cost would
be adequate, if records are maintained to
provide information as to the department
to which the supplies should be allocated.
Nonetheless, it might still be desirable to
maintain separate accounts to show the
different types of processing supplies as
well as maintenance supplies, selling
supplies, and office supplies separately
in order to reduce the problem associated
with recording functional allocations. (For
a further discussion of this point see the
section on Informing the Recordkeeper,
pages 55-56.)

Most accountants will include in the
books some accounts that represent a
semifunctional classification. For ex-
ample, if a chart of accounts includes
ledger accounts for Supplies Used, Repairs
and Maintenance, Truck Expenses, and
Taxes and Licenses, the following would
probably be found: Maintenance supplies,
except for truck maintenance, would be
included in Repairs and Maintenance
rather than in Supplies Used; gas and oil
for the truck, repairs on the truck,
maintenance supplies for the truck, and
license for the truck would be included in
Truck Expenses rather than in Gas and
Oil, Repairs and Maintenance, Supplies
Used, and Taxes and Licenses, respec-
tively.

This crossing of classification lines
can be avoided by either of two procedures.
One is to expand the number of accounts
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so that the account titles will show both
a natural and a semifunctional classifica-
tion. In the case just cited, the problem
would be solved by expanding the chart
of accounts to include accounts for: De-
preciation - Truck, Repairs and Mainte-
nance - Truck, GasandOil - Truck, Truck
License, and so on. These expenses would
then be allocated to the various functions
established—that is, Processing, Selling,

~and so on—on the basis of adetermination
of what the truck is used for.

The second possibility is to set up a
separate department for the truck so that
the expenses could remain in the natural

classification accounts with the functional
allocation showing the amounts applicable
to the truck. ’

Crossing classification lines does no
harm as long as the accounts are con-
sistently maintained—that is, the same
type items are included in the same ac-
counts from period to period—and so long
as the user of the statements has a
reasonable knowledge of what is included
in the accounts. The decision as to what
accounts to use is a matter of personal
preference. The ultimate criterion must
be the usefulness of the information
provided.

Ledger Accounts

One of two basic methods can be used
to accumulate information on a functional
or departmental basis. One method is to
set up the expense ledger in sections,
with a section for each function—proc-
essing, slaughter, and so on. Within each
of these sections there would be an
account for each expense category—Sal-
aries and Wages, Supplies Used, Deprecia-
tion, and similar expenses—applicable to
that function.

This method of recording is facilitated
by setting up the cash disbursements
journal with distribution columns headed
up for each of the functions and by
recording the functional distribution of
each expenditure at the time of entry in
the disbursements journal. Some book-
keepers are most familiar with this method
and should continue to use it with the
modifications necessary to adapt it to the
methods described in this manual.

The alternative method was used in the
pilot study because it is more adaptable
to the conventional records found in most
small business. It also allows more
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flexibility in recording the functional dis-
tribution of expenses, The functional
distribution can be recorded as the entries
are made or at any subsequent time so
long as they are completed before the
statements are prepared. A trial balance
of the ledger can be prepared before the
functional expense distributions are com-
pleted. This flexibility in timing is an
advantage since some functional alloca-
tions are easier to make on a monthly
basis rather than on an individual-item
basis.

Under this second method, the ledger
accounts are maintained on a natural
classification basis—that is, salaries and
wages, supplies used, depreciation, and
so on—but each account is expanded to
include columns for the functional break-
down. Exhibit XX illustrates a ledger
account form that can be ‘used for this
purpose. This type form canbe purchased
through most local office supply stores.
A form which can be produced from stock
forms carried by all office supply stores
is illustrated in exhibit XXI. A stock
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8- or 10-column ledger sheet—depending
on the number of functional classifications
used—can be purchased and then over-
printed, with the column headings, by a
local printer.

In these accounts, the columns for Debit,
Credit, and Balance are the standard
columns used in any bookkeeping setup.
They are used in the normal way for
accumulating accounting data regarding
the particular expense andfor preparation
of trial balances. The point of difference
from routine accounting proceduresliesin
the columns that have been added for
accumulating the functional distribution.

The analysis of expenses to determine
amounts to enter in each function column
will be made from predetermined percent-
ages, predetermined amounts, or continu-
ous analysis asdiscussed in chapter III.

Using this method, the cash disburse-
ments journal is maintained with distribu-
tion columns for the natural expense
classifications, as is usually the case in
small business records. A typical Cash
Disbursements Journal for a freezer
locker plant is illustrated in exhibit XXII
with typical entries and anindication of the
posting procedure.

Informing the Recordkeeper

For the analysis and allocations to be
of any value to the management of the
business, they must be reflected in the
records and statements. This requires
that methods be worked out to communicate
the information from the person who
makes the allocations to the person who
maintains the records and prepares the
statements. The degree of formality
involved in this process will depend onthe
circumstances in each situation. If the
person who maintains the records and
prepares the statements is completely
familiar with the operation of the business
and thereby makes the allocations, very
informal notations will be adequate. If,
-however, the accounts are maintained and
statements prepared by an outside ac-
countant or by a person in the business
who is not closely associated with the
operating situation, it will be necessary
to establish more formal means of com-
munication.

The bookkeeper must have information
as to both the natural classification and
the functional allocation of expenses. When
the checks and invoices are entered in

the cash disbursements journal, it is
essential that the natural classification
of the expenditures be available. If the
person recording the checks and invoices
is sufficiently familiar with the business
operations, the check stubs or check copies
and the copies of invoices or payment
requests will provide adequate informa-
tion. If not, notations as to account
distribution can be made on the check
stub or the invoices by someone who is
sufficiently familiar with the operations.

In some situations it might be desirable
to use amore formal means of communica-
tion such as the check distribution sheet
illustrated in exhibit XXIN. This form
was designed so that a copy could be
prepared for every check issued, showing
the natural classificationand, whenneces-
sary, the functional distribution. It can
be modified as necessary to fit the needs
of the situation. In some situations these
could be prepared only for checks where
there might be some doubt as to the
distribution.

The bookkeeper must have information
concerning the functional allocations when
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NOTE #l. Entering unpaid invoices at the end of the month in the
manner illustrated avoids the necessity for a Journal entry in the
general journal to record these items. The payment at the begin-
ning of the next month should be recorded similar to checks 263 and
264 above. See page 63,

T T

[

NOTE #2. This amount is posted to the total column in the plant Labor
ledger account, The functional classification is determined from
the payroll analysis discussed in pages 45-50 and entered in the
department columns in the ledger account,

NOTE #3. This amount is posted to the total column in the ledger
account. The functional classification is determined by use of
predetermined percentages (see exhibit XVI) entered inthe depart-
ment columns in the ledger account.
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the amounts are posted to the ledger
accounts. For those accounts to be allo-
cated on the basis of a predetermined fixed
percentage, adequate information is pro-
vided by the summary worksheet illus-
trated in exhibit XVI. The bookkeeper
will probably find it convenient to enter
these percentages at the top of the ledger
sheet affected to avoid the necessity of
continuous referral to the summary. In-
formation concerning distribution of labor
costs is provided by the monthly summary
of payroll illustrated in exhibit XIX.

Operating supplies present something of
a problem since they must be analyzed
continuously on the basis of usage; yet
there is no summary provided such as
that used for labor. If a separate account
is used for each basically different type
of supply so that the entire amount in an
account can be charged to one function,
the separation is made at the time the
checks are entered in the cash disburse-
ments journal.

If, however, all operating supplies are
accumulated in a single ledger account,
a method must be devised to determine
the functional breakdown at the end of the

month. This can be done by using the
check distribution sheet illustrated in
exhibit XXII or a simplification of that
form. At month-end the sheets for the
amounts charged to this account can be
sorted by type of supply and an adding
machine tape run to determine the total
for each function.

An alternative would be to indicate the
functional distribution of each item as it
is entered in the disbursements journal
by placing a code letter in the column by
the amount. If a particular invoice is for
more than one type of supply, the amount
of each would need to be shown separately
in the operating supplies column, properly
identified.

Note that these same two alternatives
are available for determining the func-
tional distribution for any account that
is not subject to afixed percentage alloca-
tion. For example, if office and selling
supplies are recorded inthe same account,
the check distribution sheet or identifica-
tion in the journal column can be used to
determine the amount chargeable to each
function.

Strip Forms for Statements

No particular statement form is essen-
tial to the methods described in this
manual. However, preparing comparative
monthly statements is facilitated by using
forms which can be aligned in one way
while the monthly amounts are being
entered on the statements and then shifted
to dnother alignment for completing the
statements and for analysis purposes.
Preprinting account titles onthe statement
forms so that the titles do not need to be
recopied each month is also advantageous.
A single sheet of the statement form used
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in the pilot study is illustrated in exhibit
XXIV. Other statement forms designed to
accomplish the same results are available.
If forms of this type are used, the pro-
cedures for preparation of the monthly
Expense Reports are:

1. Set up a sheet for Total Expense and
for each function or department by writing
in the name of the function and the date.

2. Align the forms for all functions so
that only the column for the ‘“Month’’ on




Paid to

Exhibit XXIII

Check #

Date

Check Distribution Sheet

Item(s) paid for

Account charged

Amount

Account charged

Amount

Income tax withheld
Social security tax withheld
Other withholding

Net amount of check . . . .

Storage. . . ... ...
Processing . . . . ... ...
Curing & smoking. .. ....
Slaughter . ...........
Selling . v v o v v v v v e 0 v
Administrative. . . ... ...

Total (line 3 & 4 above)

Total Withheld

Functional Distribution

Line 4 Line 3
account account

----------

----------
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Exhibit XXIV

O O O

Expense Report
tion

Month

Year to
date

Plant._labhor

Pr ing supplies used

Curing supplies used

Qffice and selling supplies

Power and lights

Heat and water

Repairs and maint Building
P &

Bepairs and maint - M & E

Rnpulrn and maint = Truck

Dep iation = Building

"' jation - M & E

Dep jation = Truck

Pr P ty taxes

Payroll taxes

QOther taxes and license

I

Workman's P ation

Laundry

Salarieg - (fficers

Salaries office

Salaries -~ Selling

Advertising and promotion

Travel and entertainment

Aut.o and truck ex

Postage, shipping and mailing

Ines and suhscriptions

Teleph and telegraph

1egal and ting
Miscell ex i
TOTAL EXPENSES
i "
; Ex h d to plant— d product
s
T
3 :
| NET EXPENSES ‘
:
VOLUME ;
. |
0
Computation of exp charged to plant ed product. !
|
i
Volume of plant 4 ducts
i P P
charged (volume X ex per unit)
& P P
Unit cost (total exp divided ‘hy total volume)




each sheet is exposed. These shouldbe in
the same order as the functional distribu-~
tion columns on the ledger sheet.

3. For each expense account, enter the
amounts for the current month in the
appropriate space on all the Expense
Report sheets. Note that the source of
information under Method I, page 62, is
the ledger account; under Method II, page
66, the ledger account, predetermined
amounts, or independent calculation.

4. After all the expense accounts have
been recorded, add each of the Expense
Reports and enter the totals. Cross-add
the totals and check to the total on the
Total Expense Report.

5. Take each Expense Report andplace
alongside last month’s reportfor the same

function, leaving exposed the column for
last month’s year-to-date.

6. Compute the current month’s year-
to-date amount for each line by addingthe
current month’s amount to last month’s
year-to-date.

7. File the statements as illustrated in
exhibits I through VII for analysis and
retention.

If other forms are used for the state-
ments, appropriate modifications of these
procedures must be made. The essential
features to retainare comparative monthly
statements for each function and for total
operating expenses aligned so that month-
to-month variations can be observed and
analyzed.

Preparing the Reports

Preparation of monthly statements is
essential if there is to be any useful
comparative analysis and study of plant
operations. The person maintaining daily
records should be able to prepare monthly
statements by one of the two sets of proce-
dures described next. Two essentially
different methods are outlined to allow a
freedom of choice to the personpreparing
the statements.

One method requires that the accounts
be brought up to date each monthbyuse of
necessary adjusting journal entries. The
other method does not require that any
adjusting journal entries be recorded on
the books, but requires that some of the
statement amounts be determined from
sources outside the books of account.

For example, under the first method
an adjusting journal entry is written up

and posted to record the monthly amount
of depreciation expense. When this is
done, the expense ledger account shows
the month and year-to-date amount to be
entered on the Functional Expense Report.

Under the second method no entry is
made for depreciation so that the Depre-
ciation Expense account will not show any
amount until the year-end adjustments
are made. This requires that the amount
shown on the Functional Expense Reports
be obtained from the ‘‘Summary of Fixed
Percentages and Monthly Amounts’’ shown
in exhibit XVI.

There is a third possible method for
preparing monthly statements for a busi-
ness. This is to use a standard self-
balancing worksheet with two columns
each for trial balance, adjustments, in-
come and expenses, and balance sheet.
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Under this method the unadjusted balances
from the ledger accounts are entered in
the trial balance columns, all adjusting
entries are entered in the adjustments
column on the worksheet, the adjusted
balances are extended to the appropriate
columns on the worksheet, the worksheet
is balanced, and the amounts are used in
preparation of the statements.

This method is not described in detail
in this manual for two reasons. First,the
standard eight-column worksheet cannot
be used, since a number of additional
columns will be needed to properly handle
the functional analysis of expenses. This
complicates the worksheet. Additional
columns should be provided for each Cost
of Sales computation and for each func-
tional expense category. The second
reason for omitting a detailed description
is that this method would probably be
used by the persons who would select
Method I which follows. Such a person
could design and handle the worksheet but
would probably find it easier to work
directly with the books.

This section is restricted to the proce-
dures for preparing Functional Expense
Reports. The procedures and entries
necessary for the preparation of the
Income and Expense Summary are pre-
sented in chapter V. This 3equence of
presentation is used since the totals from
the Functional Expense Reports are used
in preparing the Income and Expense Sum-
mary. This does not mean that the book-
keeper must follow this exact order; that
is, prepare entries for expenses and then
prepare the Functional Expense Reports
before starting the necessary entries for
the Income and Expense Summary. The
only requirement is that the Expense
Reports be completed first so that the
totals can be transferred to the Summary.
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Method | - Expense Reports from
the Books

In many businesses the staff personwho
maintains the daily records will have had
sufficient training to prepare adjusting
journal entries and statements. There will
probably be an outside accountant who
comes in annually, checks the prepared
statements and prepares the tax returns.
The staff person in this situation will
probably want to integrate the statements
with the books by making all necessary
journal entries each month.

The advantage of this method is thatthe
trial balance of the books, taken after
making the adjusting entries, provides a
check on the data included on the state-
ments. This is true because the amounts
shown on the statements are takendirectly
from the accounts after adjustment. The
only disadvantage is that preparing and
recording a series of entries each month
is time consuming.

Adjusting Entries for Expenses

Ideally, the amount of expense shownon
a monthly expense statement should repre-
sent the exact costofthe goods or services
used up or given up during that month in
the effort to produce income. Because of
the nature of business operations and the
difficulties involved in measuring the
amounts used up, this ideal is seldom
attained.

The alternative which is usually ac-
cepted is to concentrate effort on attempt-
ing to correctly state the material items;
that is, amounts which are big enough to
cause a distortion of the reported results
if they are improperly handled. Little is
gained by the expenditure of the effort
necessary to prepare, record, and postan



adjusting entry to record $5 of interest
accrued on a note payable. This time
could better be spent on checking the
accuracy of larger items such as inven-
tory, accounts payable, and similar items.

The following material presents a listing
of the adjustments that should be con-
sidered each month, and some discussion
of the nature of the item. If the amount
involved in any adjustment is not signifi-
cant, the entry can be omitted without
creating significant errorsinthe accounts.

Accounts Payable.—Very few busi-
nesses pay, before the end of the month,
all invoices for goods and services re-
ceived during the month. If these are not
paid before the end of the month, the
records are not complete until the invoices
have been recorded. This recording can
be handled most readily in the Cash Dis-
bursements Journal if two columns are
provided for accounts payable (Accounts
Payable - Debit; Accounts Payable -
Credit). The procedure is as follows:

1. After the last check written during
the month has been recorded, list all
invoices for goods or services received
during the month and not already paid.
These will probably include merchandise
purchased, supplies purchased, utilities,
repair bills, and similar items. The
amount for each invoice will be entered
in the column, Accounts Payable - Credit,
and in the appropriate purchases or ex-
pense column.

2. Total and post the Cash Disburse-
ments Journal in the normal way.

3. When checks are written for these
invoices during the following month(s),
the credit will be entered in the Cash
column as usual but the debit will be

entered in the column, Accounts Payable -

Debit, instead of the purchasesor expense
columns.

An alternate procedure is to record
these invoices in the general journal, as
follows:

1. Summarize the invoices showing the
purchases and expense accounts to be
charged.

2. Record an entry in the general
journal and post to appropriate ledger
accounts; debit each purchase and expense
account affected and credit Accounts
Payable.

3. When checks are written for these
invoices during the following month(s),
the debit should be to Accounts Payable
rather than to the purchase or expense
accounts. The checks written can be
recorded in the usual way if a journal
entry is made reversing the entry to
record, Accounts Payable.

Accrued Salaries and Wages.—If the
business has employees paid by the week
who have done work for which they have
not been paid or has employees paid by
the month whose pay for the month has
not been recorded, a general journal
entry should be made to record the unpaid
payroll. The entry is: Debit, Plant Labor
(and any other payroll accounts affected);
credit, Accrued Payroll. The amount
should be the total amount earned during
the month which has not been previously
recorded. The month’s total in the expense
account after the adjustment has been
posted should agree with the amount used
in the Labor analysis discussed in chapter
III.
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This entry should be reversed at the
beginning of the following month so that
the regular payroll entries can be made
in the routine way. The reversing entry
is: Debit, Accrued Payroll; credit, Plant
Labor (and any other accounts included
in the adjusting entry).

Accrued Payroll Taxes.—The employ-
er’s share of social security taxes and of
State unemployment taxes are usually paid
quarterly. The preparation of monthly
statements, then, requires that an adjust-
ment be made to record the unpaid tax if
the amount involved is significant. The
entry is: Debit, Payroll Taxes; credit,
Accrued Payroll Taxes Payable (or a
separate account can be maintained for
each type of tax). The amount can be an
exact computation based on detailed pay-
roll records. An acceptable alternative
is to estimate the total, based on total
payroll for the month multiplied by the
rates for each tax. This estimate should
be corrected each quarter when the de-
tailed computation needed for the quarterly
return is made.

Supplies Used.—In most businesses, the
amount of office, selling, and maintenance
supplies on hand does not vary signifi-
cantly from month to month. If this is
the case, the statements will not be dis-
torted by using as expense each month
the amount of supplies purchased during
the month rather than the amount used
up. Thus, no adjusting entry is needed
for these supplies.

Processing supplies are often purchased
in large quantities and used over several
months. Thus, to show as expense the
amount purchased during the month rather
than the amount used up could cause a
serious distortion in the statements. The
proper procedure for determining the cost
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of processing supplies used during a
period is illustrated next:

Inventory of processing supplies

at beginning of period $1,240
Add: Purchases of processing

supplies during period 462

1,702

Deduct: Inventory of processing
supplies - end of period _1,160
Processing supplies used $ 542

To facilitate the handling of supply cost
in the records, the supplies that are to be
included in expenses as used should be
separated from those that are to be
included in expenses when purchased. Ifit
is decided that processing supplies are to
be charged to expense as used rather than
as purchased, the procedure for recording
should be as follows:

1. When processing supplies are pur-
chased, the debit should be made to the
Inventory of Processing Supplies account.

2. At the end of the month, the amount
of supplies used should be determined as
just illustrated. An entry is then made in
the General Journal to reduce inventory
and charge the supplies used to the
expense account,

If this method were used for the data
presented in the preceding illustration,
the Inventory of Processing Supplies would
show a balance of $1,702 before adjust-
ment. The adjusting entry would be:

Processing supplies used $542
Inventory of processing
supplies $542

After this entry, the balance in the inven-
tory account would be $1,160, which isthe



appropriate amount to carry forward to the
next month.

Depreciation - Building, Machinery and
Equipment, etc.—Depreciation isusuallya
significant portion of total expenses in a
business operation. The total annual
depreciation charge should be determined
from the records established for account-
ing and tax purposes. One-twelfth of the
annual amount should be recorded by
general journal entry each month. The
entry should be:

Depreciation - building XXX
Depreciation - machinery &

equipment, etc. (the num-

ber of accounts used de-

pends on the breakdown

desired in the records) XXX
Accumulated depreciation -

building XXX
Accumulated depreciation -

machinery & equipment,

ete. XXX

Property Taxes.—Property taxes are
usually paid annually and are usually
significant in relation to total expenses.
Thus, the annual amount of tax should be
determined and one-twelfth of that amount
should be recorded each month. The
entry should be:

Property taxes XXX
Accrued property taxes
payable XXX

When the property tax is paid, the
amount should be debited to Accrued
Property Taxes Payable.

Insurance.—Insurance premiums are
usually paid for a period of one or more
years. The annual amount of insurance

cost should be determined from an analy-
sis of insurance similar to that presented
in exhibit XV. One-twelfth of this amount
should be recorded each month by the
following entry:

Insurance expense XXX
Prepaid insurance XXX

When an insurance premium is paid, the
amount should be debited to Prepaid
Insurance.

Other Adjustments.— The items included
above represent the type of adjustments
usually needed to properly present ex-
penses on monthly statements. Adjust-
ments for cost of goods sold and income
accounts are discussed inthe next chapter.
Some businesses will have other signifi-
cant items that are paid in lump sum
amounts for long periods and, hence, will
need to set up adjusting entries to show
monthly statements without significant
distortions.

Source of Statement Amounts

After the necessary monthly adjusting
entries have been posted, the functional
breakdown for each expense account must
be determined and entered. Then the
ledger accounts will show the amounts to
be used on the monthly statements. The
statements can then be prepared by the
procedures described under ‘‘Strip Forms
for Statements’’ shown on pages 58-60 or
by other methods.

Standard or Monthly Journal

The use of a Standard Journal for
recording monthly adjusting entries is
recommended because it eliminates the
time needed to write out the account
titles for the accounts adjusted each
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month and it is a check against the
omission of necessary entries. This
journal can be in either of two forms.
One method is to mimeograph or preprint
sheets with the format for all the adjusting
entries setupbut with the amounts omitted.
A set of these sheets would be used for
each month by inserting that month’s
amounts and posting from the sheets tothe
ledger accounts. Since these sheets area
formal part of the accounting records, they
should be retained in an adequate storage
place.

The other format is the same except
that instead of using a separate set of
sheets for each month, a set of 24-column
sheets is used to provide a debit and credit
column for each month’s amount. Twenty-
four column sheets with an item space
which will fit into the binder used for the
other journals can be purchased at most
office supply stores. With this form, the
account titles for the adjusting entries
will need to be written once a year.

Method li - Without Adjustments

Many of the persons maintaining the
day-to-day records for a business do not
record adjustments in the accounts. They
prefer to leave the responsibility for ad-
justments and statement preparation to
their outside accountant. This section
outlines procedures whereby monthly
statements can be prepared without re-
cording adjustments on the books. It is
designed so that the staff person who
maintains the daily records can prepare
the monthly statements. Any person who
maintains the day-to-day records should
be able to prepare adequate statements
using the procedures outlined here.

Under method I adjusting entries are
recorded so that the ledger accounts
reflect, insofar as possible, the actual
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amounts of goods and services given up
or used up during the month in the effort
to produce income. Without these adjusting
entries, sources outside the ledger ac-
counts must be used for some of the
statement amounts. The basic idea re-
mains the same; that is, the monthly
statement should show the actual amounts
given up or used up during the month., If
a particular expense ledger account does
not reflect this amount, the amount must
be obtained from an outside source.

The advantage of using this method is
that it avoids the necessity of preparing
and recording adjusting journal entries.
Oftentimes an individual working with
accounting records can easily determine
the amount that should be shown on the
statements, but would not attempt to go
through the formal recording procedures
necessary to have the ledger accounts
reflect these amounts. The time saved
by avoiding the formal recording proce-
dure provides an added incentive to use
this method.

The major disadvantage of this method
is that it eliminates the check on the ac-
curacy of the amounts which is provided
by taking a trial balance after recording
the adjusting entries. This disadvantage
can be offset by taking extra care in
preparing the statements and by investi-
gating unusual changes in amounts from
month to month to assure that the change
is not due to an error.

There are three sources that will nor-
mally be used to obtain amounts to show
on the monthly statements:

1. The expense ledger. Even though no
adjusting entries are recorded, the ledger
accounts will show the proper amounts to
be used on the statements for many of the
expense accounts. If the accountspayable



(unpaid bills) are recorded each month,
the expense accounts will show the state-
ment amounts for the major portion of the
accounts,

2. Predetermined amounts. For some
of the expense accounts, such as Deprecia-
tion, the monthly statement amounts are
determined at the installation of the system
and corrected at least annually for
changes. These amounts are entered on
the statements each month without record-
ing them on the books.

3. Independent computation or accumu-
lation. In some cases, suchas Processing
Supplies Used, the ledger accounts do not
show the amounts used up during the
month, nor cananaccurate monthly amount
be predetermined. For these it is nec-
essary to compute or accumulate the
amounts independently each month.

The end-of-the-month procedures for
preparing the monthly Functional Expense
Reports described here are based on the
assumption that the cash disbursements
journal illustrated in exhibit XXII and the
ledger account illustrated in exhibit XX
or XXI are used in the recording proce-
dures. If the expense ledger is set up
with a separate section for each functional
category, appropriate modifications of the
listed procedures will need to be made.

Preliminary Procedures

Preparation of the Functional Expense
Reports will be facilitated by recording
all unpaid bills in the Cash Disbursements
Journal before it is totaled and posted.
The procedure for recording unpaid bills
is explained in detail on page 63 under
the caption ‘‘Accounts Payable.”’

If this is done, the ledger account will
show the proper amount to include on the

Expense Report for all of the accounts
which are to be charged as expense in the
month of purchase. In the list of proce-
dures that follow, it is assumed that the
unpaid bills have been recorded.

If not, a separate calculation will need
to be made for any account affected by an
unpaid bill at the beginning or end of the
month to determine the amount to include
on the statements. This computation will
be as follows:

Amount posted to account during
month
Deduct: Unpaid invoice(s) charge-
able to this account at
beginning of month

g

I8

Add: Unpaid invoice(s) chargeable
to this account at end of
month

Amount purchased or incurred

during month

& | &

After the expense accounts have been
posted, or the statement amount computed
as explained above, the functional distribu-
tion should be checked (or recorded) to
assure that the total month’s posting has
been allocated to the appropriate functions.
Whatever the source of the amounts—
ledger account, predetermined amount, or
independent calculation—it is essential
that the functional allocation be determined
before the amounts are entered on the
statements,

Preparation of the statements is facili-
tated by having all the statement account
titles written or printed on the forms so
that the only procedure necessary at this
point is to enter the amounts inthe appro-
priate spaces. This can be accomplished
by using preprinted forms or by writing,
typing, or mimeographing similar forms.
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Sources of Statement Amounts

Under method II, the ledger accountsdo
not show the amounts to be entered on the
statements for all accounts. If anaccount
would require an adjusting entry as ex-
plained under method 1, outside sources
must be used for determining the state-
ment amount under this method. Listed
below are the accounts that usually will
not show the proper amounts to include
on monthly statements, along with an
indication of the sources of the statement
amounts.

Plant Labor.—If there are employees
who have not been paid at month-end for
all the work done during the month, the
expense ledger account does not show the
proper amount of expense. The Monthly
Payroll Summary Sheet (exhibit XIX)
should include all the month’s pay for each
employee in this group. The totals from
the payroll summary sheet are the amounts
to include on the Expense Reports.

Payroll Taxes.—The employer’s share
of social security taxes and of State un-
employment taxes are usually paid quar-
terly; hence, the ledger account does not
show the proper amount to include on
monthly statements. The amount to be
entered on each month’s statements can
be an exact computation based on detailed
payroll records, prorated to the functions
on the basis of the percentages calculated
in exhibit XIV. An acceptable alternative
is to estimate the total based on total
payroll chargeable to each function multi-
plied by the rates for each tax. This
estimate should be corrected eachquarter
to agree with the total reported on the tax
returns.

Processing Supplies Used.—An inde-
pendent computation should be made each
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month to determine the amount of supplies
used during the month. The computationis:

Processing supplies inventory -

beginning of month XXX
Add: Processing supplies
purchased this month XXX
Supplies available for use XXX
Deduct: Processing supplies Inven-
tory - end of month XXX
Processing supplies used this
month XXX

If the overall processing function is to
be separated into its component parts
(Slaughter, Curing and Smoking, and
others), the supplies used for each com-
ponent should be computed separately.

Depreciation - Building.—The monthly
amount and functional distribution of this
account are determined at the installation
of the system and corrected at least
annually for changes in amount or alloca-
tion. (See exhibit XVI.) These predeter-
mined amounts are entered directly onthe
Expense Reports.

Depreciation - Machinery and Equip-
ment.—Procedure same as for Deprecia-
tion - Building.

Insurance.—Procedure same as for De-
preciation - Building. (See exhibit XV as
well as XVIL.)

Taxes - Property.—Procedure same as
for Depreciation - Building.

Other Taxes and Licenses.—In many
businesses, Other Taxes and Licenses will
be sufficiently significant to warrant using
an estimated amount each month rather
than including them on the statements in




the month of payment. If so, the estimated
monthly amount should be determined and
allocated to the appropriate functions and
these amounts shown on the monthly
statements.

Other Predetermined Amounts.—If
there are other accounts which are signifi-
cant in amount and which are paid inlump
sums for a long period of time, the monthly
statements should show an estimated

Accumulating

One of the most important objectives of
preparing comparative monthly state-
ments is to determine the effect of changes
in volume on operating expenses. An
accumulation of information showing the
volume of work done during the month is
essential for use with the expense reports
for this purpose.

Another important use of aknowledge of
the daily volume handled is inplanning the
work force needed at specific times.
Knowing the preceding year’s daily varia-
tion in volume provides a basis for pre-
planning the hiring of additional help and
thus avoiding the problems of over staffing
or under staffing.

To accomplish these objectives, it is
necessary to accumulate reasonably ac-
curate volume statistics. A worksheet
that can be used to accumulate volume
statistics for Slaughter, Processing, and
Curing and Smoking is illustrated in
exhibit XXV. This worksheet provides
the detail needed to aid in controlling and
planning for the labor force. The work-
sheet can be appropriately modified if the
specific information provided is not
needed.

Data for the worksheet should be ac-
cumulated from the tickets or workorders

monthly amount rather than the amount
paid during the month.

The remaining accounts will be included
on the statements in the amount shown in
the ledger accounts. Iftheunpaidinvoices
have not been recorded as recommended
under ‘‘Preliminary Procedures’’, page
67, the statement amount for many of the
expenses will need to be computed rather
than use the amount in the ledger account.

Volume Statistics

written up when the customer brings in
the product or when work on plant-owned
products is ordered. In some cases, it
will be necessary to accumulate the volume
of plant-owned products separately. If so,
the worksheet should be modified to pro-
vide for this.

A problem arises in determining the
volume to report for products which are
to go through several processes. For
example, a live hog is brought in to be
slaughtered, blocked, and trimmed; the
lard is to be rendered; parts are to be
cured and smoked and the remainder tobe
wrapped and frozen. If thedressed weight
of the hog is 200 pounds, how much volume
should be reported?

The answer to this question will depend
on the amount of information desired and
on the degree of functional breakdown in
the records. The total volume that passes
through a separate department—for exam-
ple, Slaughter or Curing and Smoking—
should be reported even if the same product
passes through other departments. As to
products that go through more than one
process within the same department, an
acceptable criterion is as follows: If a
separate or additional charge is made for
the additional process, the volume passing
through the process shouldbe accumulated
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even though the same product has been
counted in other processes.

If it is decided that the effort and time
involved exceed the value of accumulating
volume statistics by the method illus-
trated, an alternative method can be used
to arrive at an approximation of the
volume. The approximate volume is deter-
mined by dividing the income from a
function by the normal charge for the
service. For example, if the income
from processing for a month is $1,320
and the normal charge is 6 cents a pound
for processing, the volume is computed
as follows:

1,320
.06

This method has the effect of including
extra poundage in the volume for all serv-
ices for which an extra charge is made.
However, if the extra charge for the addi-
tional service is at a different rate, the
poundage included is an equivalent rather
than actual weight. To illustrate, assume
that the $1,320 income above was from the
following:

=22,000 pounds

15,000 1bs. of regular proc-

essing at 6¢ - $ 900
10,000 1bs. of lard rendering

at 3¢ - 300
6,000 1bs. of bacon slicing

at 2¢ - 120
31,000 1bs. $1,320

Although the actual daily volume accu-
mulation would show a total of 31,000
pounds, the computed volume shows only
22,000 pounds. This is true because the
lard rendering and bacon slicing are in-
cluded at the equivalent poundage which
would produce the stated income if the
charge was 6 cents a pound. The 22,000-
pound computed amount is made up of
15,000 pounds of regular processing, 5,000
pounds (that is, $300 + .06) oflard render-
ing, and 2,000 pounds (that is, $120 = .06)
of bacon slicing. This can be corrected
and an actual volume computed by this
method if the income from each operation
is recorded separately. If it isknownthat
the income from 6-cent processing is
$900, from 3-cent work is $300, and soon,
the total actual volume can be computed.

Upit Costs

Many operators want to obtain a unit
cost figure to compare withtheir schedule
of charges, to use in computing a charge
for work on plant-owned products, or for
other purposes. The formula for comput-
ing average unit cost is very simple; it is
total cost for the particular function for
the period divided by total volume for the
same period. Unit costs computed in this
manner will be incorrect and misleading
unless the ‘‘unit’’ of volume is uniform.
In the Processing function, if the volume
includes lard rendered, meat blocked out
and trimmed, meat cured, and so on, the
“unit cost’’ figure is meaningless since

the unit of volume contains a number of
substantially different processes.

A meaningful unit cost figure can be
obtained in two ways. The first possi-
bility is to set up a separate department
or functional category for each process of
any real significance, and accumulate the
expenses for these departments. Ob-
viously, it would be impractical to set up
a separate department for cutting and
trimming beef, cutting and trimming pork,
wrapping and freezing, and other proc-
esses. The cost of maintaining such
records would far outweigh any possible
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benefits to be derived from the informa-
tion. Nevertheless, separate departments
can be established for the major processes
and meaningful data obtained therefrom.

The second alternative, which will be
more useful to most operators, istomake
periodic special studies to determine the
unit cost of various processes. For exam-
ple, the unit cost of curing abatchof hams
can be determined by the following
procedures:

1. Select abatchof hams representative
of the quantity, size, and other character-
istics of the batches for which unit costis
needed. Weigh and record the weight.

2. Tag this batch so that it canbe easily
identified.

3. Maintain detailed records of the
labor time used on this batch from the
point of checking in from the customer to
the point of delivery to the customer.
Labor time should be included for all the
operations performed. The operations
should be performed at the normal pace
for the employees.

4. Maintain detailed records of all sup-
plies used in handling this batch of hams.
The quantity should be weighed or meas-
ured accurately, and an effort should be
made to assure that the quantities repre-
sent the amounts usually used for normal
operations.

5. Compute the labor cost by using the
wage rate multiplied by the time for each
employee.

6. Compute the supplies cost by using
the quantity of supplies multiplied by the
normal cost of those supplies.

7. Compute an ‘‘overhead’’ cost forthe
operation. A useful average overhead
amount can be computed from the Expense
Reports for the function in which the
process is being performed. For atypical
month, add all the cost for the function
other than labor and supplies. Divide this
total by the.amount of labor cost charged
to the department for the same month.
This gives an average overhead cost per
labor dollar. Multiply the average costby
the labor cost computed in step 5.

8. Add the labor cost, supplies cost,
and overhead cost and divide the tctal by
the number of pounds in the batch.

The figure produced by these procedures
will represent the average unit cost of the
process. Particular care must be taken
in selecting the batch and in maintaining
the records to assure that itis representa-
tive of normal operating conditions. Sub-
sequent tests of the same type should be
made to check the validity of the computa-
tion, to check for changes in cost, or to
determine cost under different operating
conditions. Similar special studies canbe
made to determine the cost of any dis-
tinguishable processes in the business.

Processing Plant-Owned Product

Most firms in the industry process or
manufacture plant-owned products for
sale. In this case, the departmental
statements will be distorted if the income
(sales price of product) is included in one
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department while the cost of the work is
charged against another department (proc-
essing, curing and smoking, or others).
To avoid the distortion of the departmental
statements and to allow a determination



of the profit produced by the product, itis
necessary to make an interdepartmental
transfer.

Several methods can be used to deter-
mine the amount to transfer from the
producing department to the selling de-
partment. Three methods for computing
the amount to be transferred are next
discussed with an indication of the situation
in which each method will be most appro-
priate. The entries necessary to record
the transfer are discussed in chapter V.

Transfer at "Selling Price”

Firms in which plant-owned products
represent a minor portion of total volume
may calculate the amount to be transferred
at the regular rates charged to customers
for the service performed. Thisrequires
that an accurate record of the volume of
plant-owned products be accumulated.
This volume multiplied by the regular
charge for the service performed is the
amount to be transferred. This amount
should be added to incomes in the proc-
essing department and to cost of goods in
the selling department.

This method is valid for preparing de-
partmental statements inthat each depart-
ment is, in effect, treated as a separate
business. Each department shows income
for all services performed and cost for all
services received, whether dealing with
outsiders or another department. An
important reason for using this method is
that it avoids the distortions created by
using the cost of services performed at
different levels of operations. If monthly
average cost is used in making the trans-
fer, the per pound cost will vary widely—
depending on the total volume handled in
the producing department each month. The
third, and possibly most important, reason
for using this method is the ease of han-
dling it.

The disadvantage of this method is that
in the preparation of overall statements
total business income and expenses, but
not net income, are overstated by the
amount of the interdepartment transfer.
The inventory of plant-owned products on
hand and of net income are overstated by
the profit on the processing of plant-
owned product—by the amount that the
charge for the service exceeds its cost.
Even if these distortions are significant,
this method can be used for the prepara-
tion of comparative monthly statements
with appropriate adjustments being made
to correct the annual overall statements.

Transfer at Average Cost

If plant-owned product represents a sub-
stantial portion of the volume for a produc-
ing department, the transfer can be made
at the average cost of the service rendered.
Under this method the total cost of oper-
ating the producing department is accu-
mulated on the Functicnal Expense Report.
This total operating cost is then prorated
between the plant-owned product and the
customer-owned product on the basis of
actual unit cost or on the basis of unit
cost computed during a normal operating
period.

Of these two methods, the more accept-
able one is to compute an average unit
cost during a normal operating periodand
use this cost multiplied by the volume of
plant-owned product as the amount to
transfer. An acceptable setof procedures
for computing average unit cost is ex-
plained on pages 71-72. This unit
cost should be recomputed periodically
to check the accuracy of the interdepart-
ment transfer.

This procedure avoids the p.roblem
created by having a number of different
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operating processes within the same de-
partment. It also avoids the distortion
created by volume changes. Using this
method, the cost of nonproductive time
remains in the production department to
be charged against the income from cus-
tomers. This is as it should be if the
primary purpose of the productiondepart-
ment is to render services to customers.

The alternative method is to compute
the actual unit cost each month, based on
the total volume handled and total cost in
the department. This requires that accu-
rate volume statistics be accumulated for
both plant-owned and customer-owned
products. This total volume divided into
the total department expenses for the
month gives an average unit cost. Average
unit cost for the month multiplied by the
number of units of plant-owned product
gives the cost attributed to plant-owned
product. This is transferred out of the
department, leaving the cost attributed to
customer-owned product for comparison
with income from customers.

The major disadvantage of this method
is the difficulty of determining an appro-
priate set of volume figures for making
the proration. As explained in the section
on ‘Unit Cost,’”’ pages 71-72, when the
departments used for the Functional Ex-
pense Reports include a number of differ-
ent operating functions, any average unit
cost figures computed will have little
meaning. Unless the different operating
functions are performed on plant-owned
product in approximately the same pro-
portion as for customer-owned product,
there is no valid basis for determining
the proration of cost.

Another disadvantage of this method is
that the per unit cost transferred to the
selling department will vary substantially
from month to month because of differ-
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ences in the total volume of work done.
In an extreme situation the per unit cost
will, during the summer months, increase
to several times that incurred during the
busy season. Using such a distorted
production cost in computing the income
from selling the product is difficult to
justify.

A Separate Department

In plants where processing plant-owned
products differs substantially from custom
processing (for example, manufacturing
sausages) where substantially different
facilities are used in the manufacturing
process and the volume of manufactured
product is large, the best procedure is to
set up a separate department. In this
case the manufacturing department or
function would be assigned its proportion-
ate part of labor, supplies, utilities, de-
preciation, and so on, as discussed in
chapter III.

However, if the manufacturing process
uses the same space, equipment and labor
used for custom processing and the only
difference is special supplies and special
handling, it would be impractical to setup
a separate department. If thisisthe case,
the average unit cost computed by a special
study is the best basis for determiningthe
amount to transfer from the operating
department.

A problem arises when the product goes
through the normal process in one or
more departments before getting to the
special department for final manufacture.
This situation requires a combination of
methods. The special manufacturing de-
partment should be set up separately with
the cost incurred in thatdepartment accu-
mulated in the normal way. The cost
incurred in the other departments for this
product should be transferred onthe basis



of average unit cost. The cost of goods
sold for the manufactured product would
then include the cost of raw material, the
transferred cost from each production
department, and the cost incurred in the

manufacturing department. The methods
of preparing the Income and Expense
Summary and the journal entries needed
to record the transfers are discussed in
chapter V.

Chapter V

Preparation of Income and Expense Summary

After the Functional Expense Reports
have been completed, preparation of the In-
come and Expense Summary requires that
proper statement amounts be determined
for the various sales and income accounts,
for cost of sales for each type of sale, and
for other income and outgo items. These
are described in detail in this chapter.

The specific procedures described here
assume that the basic format illustrated
in chapter II is used for the statements
and that the Functional Expense Reports
have been completed. If another format
is used, minor modifications in these
procedures will be necessary.

As in the case of the Functional Ex-
pense Reports, two basically different
sets of procedures are described, one of
which should be applicable to almost
every situation. The first set of pro-
cedures requires that necessary adjust-
ing journal entries be recorded on the
books each month; therefore the amounts
to record on the statements are taken
directly from the ledger accounts. The
second set of procedures does not re-
quire any monthly adjusting entries but
requires that some of the statement
amounts be obtained from sources (work-
sheets or computations) outside the formal
records.

How Much Detailed Breakdown?

Before discussing procedures for de-
termining amounts to show on the Income
and Expense Summary, it is necessary to
discuss the type and amount of detailed
information that should be accumulated in
the records. The income accounts for a
business should be broken down in suf-
ficient detail to provide information on
income received from each important
income-producing activity. The cost of
producing that income should be broken
down in the same way so that the two can
be matched.

Income from sources that are relatively
unimportant can, however, be combined

with other income items without seriously
distorting the overall picture. The item
with which the minor income is combined
should be determined by the relationship
between types of income. For example,
assume that income from the cost of
services is to be broken down into four
categories—storage, slaughter, process-
ing, and curing and smoking. In this
case, storage income should include all
income from that basic service—bulk
storage, long-term locker rentals, short-
term locker rentals, and any other stor-
age charges. Slaughter income should
include fees charged for slaughtering as
well as income from sale of heads, hides
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and offal received as a result of the
slaughtering service. Processing income
should include fees charged for process-
ing, rendering lard, slicing bacon and
other processing services, as well as in-
come from the sale of overrun lard and
scraps.

Even in those businesses which decide
to combine some of the service income
items for statement presentation, it is
often desirable to maintain records so
that information is available onthe source
of the income. For example, information
showing separate amounts for storage in-
come from bulk storage, annual locker
rentals, and short-term locker rentals
could be valuable to indicate the changes
in the structure of this activity that occur
over a period of time.

As another example, in some business
situations it might be decided to combine
slaughter, processing, and curing and
smoking into one category for reporting
income and operating expenses. If this
is done, valuable information about the
income from various sources can be ac-
cumulated in the income accounts with a
minimum of effort. A ledger account
form similar to the ones illustrated in
exhibits XX and XXI can be used to
facilitate this type of record. The col-
umns provided for detailed analysis would
be used to show the breakdown according
to source.

Income from sales should be broken
down so that a separate amount is ac-
cumulated for every important type of
product which is different in nature or
which carries a significantly different
markup percentage. If a business has a
substantial amount of sales of a manu-
factured product, these sales should be
recorded separately. If a business has
substantial amounts of sales through es-
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sentially different methods of selling
(wholesale truck routes, retail truck
routes or store sales) an analysis on this
basis might be most appropriate.

In many large businesses, sales are
analyzed to the extent that they have rec-
ords showing how much of each class of
product is sold by each salesman and
further divided by the method of trans-
portation used to deliver the product.
Obviously this extent of analysis is not
practical for a small business. How far,
then, should the small business go in
maintaining analyses? As in the case of
functional allocation of expenses the cri-
teria must be usefulness of the informa-
tion and relative ease of accumulating
the data.

When a business sells several lines of
products and also uses different methods
of distribution—over-the-counter, route
trucks, and mail delivery—should the
sales be accumulated by type of product,
by method of distribution, or both? Cer-
tain factors should be considered in
answering this question.

Usually, different types of products
carry substantially different markup or
gross profit percentages. Furthermore,
it is normally much easier to determine
cost of goods sold for different products
than for the products sold using different
methods of distribution. For these rea-
sons the primary method of accumulating
information should be by type of product.
Additional routine accumulations or spe-
cial studies can be used to analyze the
information as to method of distribution.

An illustration will indicate why it is
more useful to accumulate sales infor-
mation on the basis of type of product.
Assume that a business is selling meats,
frozen food, and other merchandise over
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the counter and also has two truck routes
provisioning home freezers. Assume
further that the price list is the same for
both methods of distribution. If the
manager wants to know whether the truck
routes are producing enough income to
‘‘pay their way,”” the answer can be
determined in the following way:

1. From the monthly Income and Ex-
pense Summary determine the average
gross profit margin for each line of
product. (See page 94.)

2. Through special study or continuous
analysis determine the amount of sales
of each type of product for the truck (or
trucks) for a period.

3. Multiply the sales of each line of
product by the gross profit margin for
that line of product to determine the
amount of gross profit produced by the
truck for the period.

4, Through special study or continuous
breakdown determine the costof operating
the truck for the same period. If the
trucks have been set up as a separate
department, their operating cost will be
readily available and could be broken
down to an average cost per mile. Then
for any one truck, the mileage driven
multiplied by the average cost per mile
will give a reasonable estimate of the cost
of the truck. If the trucks have not been
set up separately, a special study will be
needed to determine the cost. The pro-
cedures for making such a special study
are discussed in Chapter II, pages 26-27.

5. Deduct the cost of operating the
truck from the gross profit on the sales
made.

Note that if the two trucks have operated
on essentially different routes—for ex-
ample, one rural and the other urban—the
study would need to be made for each

truck separately to be of any real value,
This type of study can be refined to the
point of determining the minimum order-
per-mile-driven needed to provide a profit
by determining the mileage, and the time,
necessary to take the order and make
deliveries.

If, in the above illustration, information
regarding sales has been accumulated on
the basis of method of distribution only,
gross profit produced by the truck sales
cannot be accurately determined. This is
true because the cost-of-sales data can
seldom be accumulated on any basisother
than type of product.

For example, if the same types of
frozen food are sold over the counter and
from a truck, it would be very difficult to
determine the amount of purchases and
inventories that applied to truck sales as
distinguished from over-the-counter
sales, whereas it would be relatively easy
to determine the amount of purchases and
inventories for frozen food as distin-
guished from meats.

Suppose, for example, sales informa-
tion is broken down only on the basis of
method of distribution, and cost of sales
information is available only on the basis
of type of product. Then the only gross
profit percentage that can be computed is
an overall percentage computed by com-
paring the total of all sales to the total
of all cost of sales. This composite or
overall average percentage does not pro-
vide valid information for a study of seg-
ments of the operation when the markup
is significantly different for different types
of product.

When the primary accumulation (the
basic journal record) is made on the
basis of type of product sold, itis often
relatively easy to make a secondary
analysis on the basis of method of dis-
tribution. Often the sales tickets are, or
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can be, set up so that those applicable to
a particular method of distribution can be
easily separated. If this is done, the
secondary analysis can be made each
month by sorting the sales tickets and
adding each group. This information can
be recorded in the detail columns of the
ledger account for continuous accumula-
tion. If this type of analysis is too
burdensome on a continuous basis, it can
be made for a short period as a special
study when the information is needed.

One additional point should be con-
sidered in connection with recording sales
income. The sales account should include
only the sales price of the merchandise
sold. If the amount collected—or to be

collected—includes sales tax, interest
charges, carrying charges, or delivery and
installation charges, these amounts should
not be included as a part of sales but
rather should be accounted for separately.
This requires that the Cash Received and
Sales Journal include separate columns
for accumulating these items.

Often a quarter, half, or whole animal
will be purchased for the account of a
customer and processed. The customer
is billed for the sales price of the animal
plus a processing charge. Under these
circumstances the sales account should
include sales price of the animal only.
The charge for processing should be
recorded as processing income.

Statement Amounts for Income

Ideally, the amount of income shown on
financial statements should represent the
exact amount earned during the period
covered by the statement. If the income
accounts showed the exact amounts earned
during the period and the cost and ex-
pense accounts showed the exact amounts
of goods or services used up or given up
in the effort to earn the income, the
statements would represent perfection of
the accounting process. As in the case
of expenses, this ideal is seldom realized
in recording income. Nevertheless, the
ideal should be kept in mind; and when
the amounts involved are substantial,
every effort should be made to determine
and record the proper amounts.

Method | - Income Amounts from the
Books

The time that income is collected in
cash is quite often not the proper time for
including it on the income statement. In-
come is often earned before the amount
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is collected and in many other cases is
earned after the amount is collected.
For the sale of merchandise, the most
appropriate time for including the in-
come on the statement is the period
(month) during which the sales contract
is completed. This means that the Sales
account on the statement for a month
should include all sales made during the
month whether for cash or on account.

For the sale of service, the most ap-
propriate time for including the income
on the statement is the month during
which the service is rendered. This
means that the service income accounts
should include the income from all serv-
ices rendered during the month whether
the cash for the service was received
before or is to be received later.

Adjusting Entries for Income

As previously indicated, the ideal of
determining the exact amount of income



for a particular month is seldom attained.
The following material presents a dis-
cussion of the various types of income
and the adjusting entries that may be
needed to show the proper statement
amount. In any case where the amount
involved in a proposed adjustment is in-
significant, the adjustment can be omitted
without creating significant errors in the
statements. When the necessary adjust-
ments have been made, the ledger ac-
counts will show the correct amounts to
record as income on the Income and Ex-
pense Summary.

Sales.—Sales should be recorded at the
time the sale is made whether or not the
cash is collected at that time. Most
businesses accomplish this by writing up
and recording sales tickets for all credit
sales and using sales tickets or a cash
register accumulation for recording cash
sales. If this is done, the sales accounts
will show the proper amounts to include
on the monthly statements and no ad-
justments will be necessary.

Some businesses that sell freezers and
other heavy appliances on the installment
basis prefer to report income from those
sales as the sales price is collected
rather than when the contract of sale is
made—that is, the installment basis of
accounting. Ways of recording and ad-
justing for this method of handling sales
are adequately discussed in most inter-
mediate accounting textbooks and, hence,
will not be discussed here.

Some businesses which do primarily a
cash business sometimes do not record
credit sales on the books until the cash is
collected. They will set up a memo-
randum record of the amounts due and
send out bills to the debtor but will not
enter the amount due on the books. If

the amount which has not been recorded
on the books is significant, an adjusting
entry should be made as follows:

Accounts receivable XXX
Sales - meats XXX
Sales - frozen foods XXX

The credit accounts will include ali] |
the different types of sales involved.|

Recording and adjusting for the next
month will be facilitated if this entry is
reversed as of the beginning of the follow-
ing month. If this is done, the adjustment
for the second month will be exactly the
same as the one shown above with the new
amounts inserted. The reversing entry
would be:

Sales - meat XXX
Sales - frozen foods xxx

The same accounts and amounts as in]
the adjusting entry.

Accounts receivable XXX

If this entry is not made in the second
month, the month-end adjustment for that
month will need to be appropriately
modified.

Storage Income.—The storage function
usually produces three different types of
income—bulk storage, overflow or short-
term locker rental, and annual locker
rental. In addition, the customer is usu-
ally required to make a key deposit, which
is returned when the key is returned. Key
deposits are not income but rather create
a liability that should be recorded at the
time the deposit is received and reduced
when the deposit is repaid or when it is
known that the customer will not claim the
deposit. In most businesses key deposits
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are so small in comparison with other
statement amounts that any accounting
procedures now used can be continued
without creating significant errors in the
accounts.

Bulk storage income may be collected
at any of three times—when the product is
put in storage, monthly (for long-term
storage), or at the time the product is
taken out of storage. In most situations
recording bulk storage income at the time
the money is collected is by far the easiest
method of recording and does not cause
any significant distortion of the reported
income. If this is the case, no adjusting
entry is necessary.

If the situation is such that bulk storage
income is substantial and is collected in
such a way that monthly amounts are
substantially distorted, appropriate ad-
justments should be made. For example,
if a large part of the storage space is
leased with the rent collected quarterly,
an entry should be made each month to
record the monthly rental.

Overflow or short-term locker rental
is usually collected or billed at the time
the locker is rented and the term is usu-
ally 1 month. In this case, monthly
income will not usually be distorted by
recording the amount as income during
the month of collection or billing. If the
term of rental is longer, the amount is
large, and the rentals are concentrated
in 1 or 2 months, appropriate adjusting
entries to spread the income over the
period of earning will be needed.

Annual locker rentals usually constitute
a significant part of total storage income
and in many cases a substantial part of
total plant income. If the rentals are
spread fairly evenly over the entire year,
the monthly income statement will not be
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distorted by showing the amounts as in-
come in the month of billing. Thebalance
sheet is distorted, however, since the
amount of Deferred Locker Rentals is
omitted from the liabilities. In most
situations the annual locker rentals are
sufficiently important to warrant a monthly
adjusting entry.

The monthly adjustment will be much
easier to handle if annual locker rentals
are recorded in Deferred Locker Rentals
rather than in Storage Income at the time
of entry on the books. This avoids the
necessity of a detailed analysis of the
amounts recorded as storage income dur-
ing the month, since bulk storage income
and short-term rentals (amounts recorded
in storage income under this procedure)
will usually be shown as income in the
month in which they are recorded. This
means that the adjusting entry needs to
add to income only the proper proportion
of the annual rentals. The entry is:

Deferred locker rentals Xxx
Storage income XXX

The amount to be recorded can be com-
puted in either of two ways. The first
method will probably be easier to handle
and produces a reasonable approximation
of the monthly earnings. To determine
the amount by this method, multiply the
number of lockers rented on an annual
basis by one-twelfth of the average annual
locker-rental rate. This can be refined
somewhat by determining the number of
lockers rented ateach rate and multiplying
by one-twelfth of that rate.

The second method provides amore ac-
curate determination of the monthly
income amount and of the balance to defer.
This requires that a lapsing schedule,
similar to the one illustrated in exhibit
XXVI, be prepared and kept up to date.



On this schedule one-half a month’s rent
is recorded as income in the month of
billing. This is appropriate if the rent
agreements run from the day they are
made. If all rents run from the first day
of the month, a full month’s income should
be taken in the first month. If the rent
agreements effectively start the first day
of the following month, no income should
be taken in the first month.

Slaughter Income.— The income from the
slaughter function usually includes fees
collected from the customer, income from
sales of hides, heads, and offal and, in
many cases, fees for hauling. The fee for
hauling is in reality trucking income and
should be matched against the costs of
operating the trucks. Usually, however,
the trucking is so interwoven with oper-
ating the slaughter operation that a sepa-
ration of income and expenses would not
be practical. In such a case, the fees
charged for trucking can be combined with
slaughter income. If the income from
trucking is included in the slaughter in-
come, the cost of operating the truck
should be included in slaughter expenses
or prorated between slaughter and other
functions on the basis of proportionate
usage.

The fees collected for slaughtering and
hauling are usually billed or collected at
the time the service is rendered; thus no
adjusting entry is needed to properly state
the monthly income. The hides, heads,
and offal from the slaughter function are
sometimes accumulated and sold only when
a fairly large quantity is onhand. In some
cases this accumulation is so large that
the monthly income is significantly dis-
torted by recording income at the time
these products are sold. If this is true,
an adjusting entry should be made to re-
cord the estimated value of the salable
product on hand at the end of the month.

Processing Income.—Income from the
processing function usually includes fees
for chilling, cutting, wrapping, and freez-
ing meats, for processing vegetables,
rendering lard, slicing meats, and similar
services. It also includes income from
sales of inedibles and overrun lard. As a
general rule the fees charged for process-
ing are collected or billed at approximately
the same time that the services are ren-
dered. Therefore, there isusually noneed
to make an adjusting entry related to
processing fees.

Income from the sale of overrun lardis
often quite substantial in amount and the
sales are often made long after the serv-
ice is performed. If the amount involved
is substantial in relation to income from
other parts of the processing function and
if the sales are made in the months after
the services are performed, an adjusting
entry should be made to recordthe income
in the month in which it is earned. The
entry would be:

Inventory - overrun lard xxx
Processing income XXX

The amount would be the estimated
total sales value of the product on hand
at the end of the month. This entry should
be reversed as of the beginning of the fol-
lowing month.

Another item that will sometimes be
included in Processing Income—and might
be applicable to slaughter and cure and
smoke income—is the charge for proc-
essing plant-owned product. The different
methods of accounting for work done on
plant-owned product are discussed in
pages 72-75. If the billing price method
is selected, all the expenses of the
processing department remain in proc-
essing expenses, and the income attributed
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to the processing function is increased by
the charge for the work on plant-owned
product.

A number of methods are available for
determining the amount of work done on
plant-owned product. A method which is
acceptable and easy to apply is to enter
the regular charge for the services on
the work order tickets and determine the
total charge for the batch, then add all the
batch tickets for the month to determine
the total. This amount becomes the basis
for the adjusting entry as follows:

Interdepar’tment transfer -
processing charge XXX
Processing income XXX

The Interdepartment Transfer—Proc-
essing Charge account is used in comput-
ing cost of sales and isdiscussedonpages
89, 92, and 93.

Curing and Smoking Income.—Income
from the curing and smoking function may
be recorded as income either at the time
the meat is taken in, at the time the cus-
tomer is notified to pick up the cured
meat, or at the time the customer picks
up the meat. The time interval involved
here is usually substantial, sometimes
3 months or more. The work involved is
spread over the entire period although the
major portion of the work is completed
soon after the meat is taken in.

Ideally, the income should be recorded
in proportion to the work done over the
period during which the service is
rendered. This is usually not practical.
The most logical time to record the
income—assuming the entire amount is
to be recorded at one time—is when the
meat is taken in, since this is closest to
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the time that the major part of the serv-
ice is rendered. Most plants actually
record curing and smoking income at the
time the customer is notified, or at the
time the cured meat is picked up, because
they find it somewhat easier to maintain
the records that way. Either of the meth-
ods consistently used will produce reason-
ably accurate statement amounts. Usually,
no adjusting entry is neededfor curingand
smoking income.

Method Il - Without Adjustments

Advantages and disadvantages of this
method of determining statement amounts
are discussed on page 66. Under this
method the statement amounts are deter-
mined from two possible sources:

1. The ledger accounts. In many cases
the day-to-day recording procedures will
record income on the books at the time it
is earned, and thus the accounts reflect
the proper amounts to show in the state-
ments. Any account which does not re-
quire an adjustment under Method I will
show the proper amount to use for the
statements under this method.

2. Independent calculation or accumu-
lation. Whenever the ledger account does
not show the proper amount for the state-
ment, it is necessary to compute the
amount from sources outside the books.
Any account that would need tobe adjusted
under Method I will not provide the proper
statement amount under this method.

The discussion of each major income
account under Method I includes a number
of ideas that will be helpful indetermining
the statement amounts. Those ideas are
not repeated in this section. That mate-
rial, except for the presentation of the
actual entries, should be read in conjunc-
tion with the corresponding sections below.



Sources of Statement Amounts

Following are all the major types of in-
come accounts, along with an indication
of the source of the statement amounts.

Sales.—Usually each of the ledger ac-
counts for sales of merchandise will show
the proper amount to enter on the state-
ments. If there are credit sales that have
not been recorded on the books because
the business is recording sales at the time
cash is collected, a separate computation
is needed for each sales account todeter-
mine the statement amount. The computa-
tion is:

Cash collected from all
sales during the month XXX

Add: Amounts due from cus-
tomers on credit sales -
end of month XXX

Deduct: Amounts due from cus-
tomers on credit sales -
beginning of month XXX
Statement amount XXX

Storage Income.—Usually the ledger ac-
count for storage income will not show the
proper amount to enter on the statements
because the annual locker rentals are not
properly reflected therein. The statement
amount should include:

Overflow or short-term rents
billed during the month XXX
Bulk storage income for the month XXX
Proportionate part of annual locker
rentals XXX

Statement amount XXX

In some cases the records are setupso
that the preceding three amounts cannot
be separately determined. For example,
some businesses will record in the storage

income account all the storage items billed
during the month whether from bulk stor-
age, short-term rentals, or annual rentals.
If this is done, the amount of annual rent-
als recorded during this month should be
determined from an analysis of the bill-
ings. The amount of annual rental income
earned during the month should be com-
puted by one of the methods described on
page 71. Computation of the amount to
include on the statement then is: ‘

Amount of storage income recorded

this month XXX
Deduct: Annual rentals recorded
this month XXX

Balance (Income from bulk stor-
age and short-term

rentals) XXX
Add: Annual rental income
earned this month XXX

Statement amount  xxx
Slaughter Income.—In many situations
the Slaughter Income account will show
the proper amount of income for state-
ment purposes. If the value of the inven-
tory of hides at the end of the month is
substantial and the amount on hand varies
from month to month, the statement amount
should be computed as follows:

Slaughter income recorded dur-
ing month XXX
Add: Value of inventory of

hides - end of month XXX
XXX
Deduct: Value of inventory of
hides - beginning of
month XXX
Statement amount XXX

Processing Income.—In many situations
the Processing Income account will show
the proper amount of income for statement
purposes. If the value of the inventory of
overrun lard at the end of the month is
substantial and the amount on hand varies
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from month to month, the statement amount
should be computed as follows:

Processing income recorded dur-
ing month XXX
Add: Value of inventory of
overrun lard - end of

month XXX
XXX
Deduct: Value of inventory of
overrun lard - begin-
ning of month XXX
Statement amount XXX
Cost

In many businesses determining cost of
sales is the most important of the account-
ing processes because of the importance
of the amount and the factthat determining
the proper amount is somewhat difficult
and susceptible to many errors.

In most small businesses, perpetual
(continuous from day to day) inventory
records are not maintained; hence the
computation of Cost of Sales is dependent
on actual physical count of inventory each
month or on a substitute computation. The
material presented in this sectionincludes
some suggestions for reducing the amount
of work involved in taking inventory and
suggestions that may be helpful in making
sure that the inventory amount is substan-
tially correct.

lnventory Taking

Under most circumstances, the amount
of inventory should be determined by
actual weight, measure, or count. ‘‘Guess-
timates’’ of the amounts of significant in-
ventory items are of little value. Insome
cases such guesses can provide very mis-
leading information which, if used in
making decisions, can do real harm to the
business. This, of course, does not pre-
clude the use of predetermined amounts
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If plant-owned products are processed and
the billing price method of accounting for
such work is selected, the amount of proc-
essing charges for plant-owned product
should be computed as explained on page
73 and added to the above total.

Curing and Smoking Income.—Usually
the amount shown in the ledger account
for curing and smoking will be the amount
to include on the statement. Thus, no
computation is necessary.

of Sales

in inventory calculation nor does it pre-
clude the use of an estimate when the
situation is such that the estimate can
not be substantially in error.

As indicated previously, the major effort
in the accounting process should be devoted
to those items that can cause a substantial
distortion of reported results. The follow-
ing paragraphs discuss certain ideas that
can be useful in taking inventory and as-
suring that the amounts are substantially
correct.

At inventory time, orderliness is areal
virtue that pays handsome dividends. Be-
fore starting to take an inventory, the
material to be counted should be neatly
stacked or arranged to make it easy to
count and the number of partial cases or
broken lot items should be reduced to a
minimum. Insofar as possible, the stock
should be arranged so that similar items
are kept together. The business that has
the same type item stored at several dif-
ferent locations within the same plant
should determine whether this is really
necessary. Careful planning of storage
space and orderliness in handling items
stored not only help at inventory time but
also aid in the handling and control of
merchandise during the month.



Mimeographed or preprinted inventory
sheets can be a valuable aid in taking in-
ventory, particularly if the stock is ar-
ranged so that the same type items are
in the same location from month to month.
A separate sheet should be prepared for
each storage location showing the descrip-
tion, and unit of measure for all items
normally kept at that location. Space
should be provided on the sheets to list
new or additional items. The advantages
of these sheets are:

1. They save the time needed for the
inventory-taker to write in descriptions.

2. They reduce the possibility of error
caused by inadequate description or in-
correct indication of unit of measure.

3. They reduce the possibility of error
caused by omitting items from inventory.

4. Theyfacilitate anitem-by-item com-
parison with the inventory for the preced-
ing month. The sheets can be aligned side
by side andthe order of itemsonthe sheets
will be the same, since this is pre-
arranged.

Whether or not the preprinted inventory
sheets are used, the inventory should be
reviewed each month by a person who is
familiar with the items in stock and the
purchasing and selling functions. The
purpose of this review is to spot obvious
errors in the inventory and correct them
before the inventory is recorded. Such
errors as using the wrong unit of meas-
ure (for example, number of items in-
stead of number of grosses, and similar
mistakes), omitting items from inventory,
or including obsolete items that have been
previously omitted can often be readily
detected by the review.

Inventorying items in display cases is
often the most time-consuming part of the

entire inventory process. At the Same
time, the total dollar value of such inven-
tory is often relatively small. Several
devices are available to reduce the time
involved in counting these items.

If the type of item on display remains
the same from month to month, the follow-
ing procedures will eliminate the necessity
of a complete count each month:

1. Make a complete count of the items
with the case filled at normal capacity and
retain the count sheets for future use.

2. In subsequent months, refill the case
to normal capacity before the inventory is
started. The quantities determined in the
previous count can be used instead of a
monthly count until a significant change is
made in the type of item in the display
case.

3. Instead of refilling the case, the
subsequent month’s count can be deter-
mined by counting the ‘‘outs’’ (that is, the
number that would be required to refill
the case) and modifying the predetermined
totals by these amounts.

Even in those situations where the type
of item on display does not remain con-
stant, a good estimate of total quantities
can be made by a person familiar withthe
stock by using his knowledge of the normal
capacity of the case and of the type of
items in stock. It is obviousthatan error
in count, which can amount to nomore than
a few low-unit-cost items, will not signif-
icantly distort the financial statements.

Certain items, such as hams, are pro-
duced in batches or groups and stored for
aging or to await sale. If these batches
or groups are kept together throughout
their production and storage, and sales
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are made from one batch at a time, sup-
plementary records will provide an excel-
lent alternative to actual count for inven-
tory purposes. For example, in producing
cured hams a batch control ticket can be
prepared when the hams are purchased.
This should show the number, weight,
and cost of the batch. When the hams are
cured and moved to storage for aging, the
control ticket is marked with their location
and the cost is increased by the cost of
production.

At the time that the batch is broken for
sales, an average cost per ham is com-
puted by dividing the total batch cost by
the number in the batch. This average
unit cost and a count of the unsold units
provide a basis for computing the inven-
tory of the broken batch. The batch con-
trol ticket provides the amount of inven-
tory for complete batches. Similar
methods can be devised for maintaining
inventory records of other manufactured
products.

Taking a monthly inventory of all the
items in stock can remain a real burden
even when the business uses all available
devices for reducing the effort involved.
If this is the case, a system of rotating
inventory-taking can be used.

By this system the products are grouped
into several categories and the inventory
for one or more categories is taken the
first month, for another category the sec-
ond month, and soon. For those categories
not inventoried, the amount of inventory
must be computed. The categories used
must correspond with the breakdown used
for recording sales, purchases, and so
on, since the gross profit percentages
determined in the monthly statements are
used to compute the inventory amount, as
illustrated below. Assume the following
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for the frozen food department for the
month of December:

Sales for the month $2,400
Purchases for the month 1,360
Inventory at December 1 2,940
Average gross profit percentage

for past 3 months 22%

The procedure for computing inventory
at December 31 follows:

1. Determine the cost of sales percent-
age and amount for the month.

Cost of sales percentage,
100% - 22% = 178%

Cost of sales amount,
2,400 x 78% = $1,872

2. Compute the inventory as follows:

Inventory, December 1 $2,940
Purchases during month 1,360
Total goods available for sale 4,300

Goods sold at cost price (above) 1,872
Inventory, December 31
(goods not sold)

Use of an average gross profit percent-
age over a period rather thanthe percent-
age for 1 monthis preferred since the per-
centage for a single month canbe distorted
by errors or unusual operating situations.

'nvenlory Pricing

A number of methods are used inpricing
inventory, each with merit under certain
circumstances. These methods are dis-
cussed in detail in most intermediate
accounting texts. The methods mentioned
next are acceptable and will provide rea-
sonable amounts for statement purposes.

Purchased Product

For merchandise that is purchased and
resold without additional production



cost—such as frozen food and freezer
supplies—the method that is likely to be
used in the locker and freezer provision-
ing industry is first-in, first-out (FIFO).
By this method, the merchandise on hand
at any time is considered to be the last
items purchased and is priced according
to the invoice cost of the latest purchases.

Manufactured Product

For the plant-owned product that has
been processed or manufactured, the in-
voice cost of raw material is not the proper
price for inventory. Rather, the price
must include the cost of processing or
manufacturing the product as well as the
cost of the raw material.

Several methods of computing the unit
cost of processing plant-owned product

are discussed in chapter IV, pages 72-

75. The method selected for use in
making the interdepartment transfer
should be used in determining the unit cost
of processing for inventory pricing
purposes.

Cut Meats

Pricing cuts of meat on hand at the end
of the month presents a problem. When
a whole beef is purchased and processed,
what price is used for inventory of ham-
burger, T-bone steak, and other pieces?
Using an average cost price—that is, total
price paid divided by total number of
pounds—for all parts of the beef is not
reasonable, since all parts of the animal
did not ¢‘cost’’ the same. This is evidenced
by the fact that afront quarter of beef does
not cost the same inthe market as the hind
quarter or loin. Since it isoftenimpossi-
ble to determine cost as abasis for pricing
inventory, some substitute basis must be
used. If various cuts of meat are normally
purchased in the market in reasonable

quantities, using the invoice price of those
cuts as the inventory price for the plant-
owned product is an acceptable substitute.

The inability to determine a cost price
for cut meats often leads to the use of
selling price as the basis for pricing in-
ventory. This basis is often used by the
meat-packing industry. If the price se-
lected is the price in the market in which
the business normally sells and the quan-
tities on hand can reasonably be expected
to sell at that price, the method is ac-
ceptable. The effect of the method is to
take up the profit on the quantity ininven-
tory before the product is sold.

Computing Cost of Sales

The basic formula for computing cost of
sales for merchandise purchased for re-
sale is:

Inventory at beginning of period XXX
Add: Net delivered cost of
goods purchased during

period XXX

XXX

Deduct: Inventory at end of period  xxx
Cost of sales XXX

For goods that are processed or manu-
factured at the plant before they are ready
for sale, this computation must be modi-
fied as follows:

Inventory at beginning of period XXX
Add: Net delivered cost of raw
materials purchased dur-
ing the period XXX

Interdepartment trans-

fer(s) of processing or
manufacturing cost dur-
ing the period

Deduct: Inventory at end of period
Cost of sales

EERE
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The inventory at the beginning and the
end of the period should be priced as dis-
cussed in the preceding section. The
amount of interdepartment transfer of cost
should be determined by one of the methods
discussed in chapter IV, pages 72-175.
For a particular manufactured product
there might be two amounts of transferred
cost to consider. For example, if a par-
ticular item is processed in one depart-
ment and then transferred to another
department for final manufacture and
packaging, the computation would include
the transferred cost from the processing
department, plus part or all (depending
on whether more than one product is man-
ufactured) of the cost of the manufacturing
department.

Computing cost of sales and checking
accuracy of the amounts are facilitated by
use of a comparative worksheet. This
computation—although not the specific
worksheet—is essential if the statements
are prepared without recording adjusting
entries and is useful in prechecking the
amounts if adjustments are tobe recorded.
The worksheet illustrated in exhibit XXVII
should be headed up across the top with a
column for each month and onthe side with
the elements that go to make up cost of
sales for each category. If space is pro-
vided for including gross profit and per-
centage of gross profit, the month-to-
month comparison is easier.

Checking the Computation

The number of possible errors that can
distort the reported gross profit is so
great that the computation should be
checked before the amounts are recorded.
The best method of checking sales, cost of
sales, and inventory is to compute the
gross profit percentage for the month and
compare it with the percentages for previ-
ous months. If the percentage has changed
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significantly, an investigation should be
made to determine the cause of the change.
Some of the points that should be consid-
ered are:

1. Purchase cutoff. The goods thatare
purchased near the end of the month should
be investigated to assure that a proper cut-
off has been made. Goods might have been
invoiced and recorded as purchases, but
not received at inventory time. These
should be included in inventory. Goods
might have been received at inventory
time but the purchase not recorded. These
goods should be included in purchases. A
practical, but theoretically incorrect, al-
ternative is to omit the amount from
inventory.

2. Sales cutoff. Goods might have been
sold and recorded as sales, but not de-
livered, at inventory time. These goods
should be omitted from inventory. Goods
might have been delivered and, hence,
omitted from inventory but the sale not
recorded. The sales price of these goods
should be included in sales. Errors in
both purchase and sales cutoff are quite
likely to occur in meats purchasedon spe-
cial order from customers and being
processed at inventory time.

3. Purchases or sales recorded in the
wrong accounts. :The incorrect recording
of . one large purchase invoice can sub-
stantially change the gross profit percent-
age. This type error can often be spotted
by scanning the Purchase Journal, noting
the name of the supplier andthe accountto
which the purchase was distributed. In
some cases it is necessary to review all
of the purchase invoices recorded during
the month and determine that they were
recorded in the proper account. Errors
of recording sales in the wrong account
are more difficult to detect because they
are more numerous andusually smaller in
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amount, but for the same reasons they are
less likely to seriously distort gross
profit.

4. Incorrect inventory. The points to
consider in checking inventory quantities
are discussed under ‘‘Inventory Taking,’’
page 86. The price usedfor manufactured
product can easily cause a distortion. The
methods of pricing are discussed onpages
88-89. Particular care is needed to as-
sure that the inventory price for goods on
hand includes the part of the interdepart-
ment transfer applicable to those goods.

Method | - Cost of Sales from the
Books

After the amounts of cost of sales are
determined for the various types of sales,
the method of recording the amounts on
the books will be determined by the
accounts used for purchases of goods and
for transfer of costs betweendepartments.
Many accountants prefer to use accounts
entitled Purchases for each of the types
of goods bought and to make entries inthe
Inventory accounts only once a year to
record the annual inventories. This pro-
cedure is not easily adaptable to the prep-
aration of monthly statements directly
from the books of account.

Recording mon*hly adjustments for cost
of sales and inventory is facilitated by
using the Inventory accounts to accumulate
the cost of purchasing and manufacturing
goods during the month. At the end of the
month the amount representing cost of
sales is transferred out to Cost of Sales
accounts, leaving inthe Inventory accounts
the cost of goods carried over to the next
month.

The series of entries for the purchase-
manufacture-use-inventory cycle is pre-
sented to summarize this phase of the
recordkeeping process. The entries are
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presented for plant-owned hams whichare
purchased, cured, and sold. Similaren-
tries would be needed for other products.

When hams are purchased, the entry for
the purchase is recorded in the CashDis-
bursements Journal as follows:

Inventory - hams XXX
Cash or Accounts payable XXX

At the end of the month the cost incurred
in curing the hams would be determined
by one of the methods discussed on pages
72 to 75. The entry for this cost is re-
corded in the General or StandardJournal
as follows:

Inventory - hams XXX

Processing costs charged to
plant-owned product XXX

This entry assumes that a cost method
is selected for determining the amount to
be transferred. The account Processing
Cost Charged to Plant-Owned Product is
entered on the appropriate functional Ex-
pense Report as a deduction before Total
Expense is brought forward to the Income
and Expense Summary.

If the ‘‘selling price’’ method is used
for determining the amount to be trans-
ferred between departments for work on
plant-owned product, the entry to record
the charge for curing the hams would be:

Inventory - hams XXX

Interdepartmental transfer -
processing charge XXX

Under this method, the account Interde-
partmental Transfer - Processing charge
is debited when the charge is added to in-
come (page 84) and credited in the above
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entry. Therefore the account will show
equal debits and credits and never have a
balance after all entries have been made.
It is a useful account, nonetheless, since
the amount of interdepartmental charge for
any period can be determined by adding the
debits or credits to the account.

After these entries have been made the
Inventory - Hams account will include the
cost value of inventory at the beginning of
the month, the cost value of purchases of
hams during the month, plus the value
added by work done on the product during
the month. The next step is to determine
the amount of cost of sales as explained
on pages 89-90. The entry for Cost of
Sales is recorded in the General or Stand-
ard Journal as follows:

Cost of sales - hams XXX

Inventory - hams XXX

When this entry is posted, the Inven-
tory - Hams account will include the cost
value of hams carried over into the next
month and the Cost of Sales - Hams ac-
count will include the cost value of all
hams sold this year. The amount to show
on the Income and Expense Summary as
the Month’s amount is the amount trans-
ferred in the preceding entry; the amount
to show as Year-to-Date is the total inthe
Cost of Sales - Hams account.

Method Il - With;ut Adjustments

The computation of amounts to enter as
cost of sales on the statements has been
previously discussed under Computation
of Cost of Sales, pages 89-90. The sum-
mary worksheet described under that
heading should be prepared and retained.
The amounts from the summary worksheet
should be entered on the Income and Ex-
pense Summary.

Other Income and Outgo

Other Income is the designation assigned
to income earned by the business from
financial transactions and from other
transactions outside the regular income-
producing activities. This would include
such items as interest income, carrying
charges, gains on sale of assets, and cash
over and short. Other Expense designates
financial expense and various expenses
arising from transactions outside the reg-
ular operating activities. This includes
such items as interest expense, life in-
surance premiums, donations, and dis-
counts allowed. The amount that should be
included onthe monthly statement for these
items is the amount earned or used up dur-
ing the month. Therefore, if the amount
recorded during any month is substantially
different from the amount actually earned,
the unadjusted ledger account does not

show the proper amount for use on the
statement.

For the business using the adjustment
method this means that appropriate adjust-
ments will need to be made. The adjust-
ing entries discussed previously will
provide a guide to developing these adjust-
ments.

For the business not recording adjust-
ments on the books, this means that the
proper statement amount should be com-
puted. The computation methods discussed
in connection with the operating accounts
will provide a guide to determining the
proper statement amounts for these items.
The amounts should be entered on the In-
come and Expense Summary from- the
ledger accounts or from the computations.
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Completing the Income and Expense Summary

If the procedures discussed in chapter
IV and in this chapter have been carried
out, all the information needed to complete
the Income and Expense Summary is now
available. All the income accounts have
been entered on the Summary or are avail-
able from the ledger accounts or independ-
ent computation. The cost of sales has
been determined for entry on the Summary.
The Functional Expense Reports include
the operating expenses for the month and
for the year to date, and the portion of
operating expense that is charged to Cost
of Sales has been determined.

The Functional Expense Report amounts
should next be brought forward to the In-
come and Expense Summary as follows:

1. Enter the amount of Expense Charged
to Plant-Owned Product onthe appropriate
Functional Expense Reports and on the
Total Expense Report, and compute the net
expense balance.

2. Transfer the month and year-to-date
amounts from the Functional Expense Re-
ports tothe appropriate lines onthe Income
and Expense Summary. Note that the bal-
ance from the Total Expense Report is not

entered on the Summary since the depart-
mental breakdown of the expense is used.

The Income and Expense Summary can -
be completed by the following:

1. Compute the amount of gross profit
or contribution to income for each de-
partment by subtracting the cost or
expense from the income.

2. Add the gross profit and contribution
to income amounts for each departmentto
determine Total Contribution to Operating
Income.

3. Add Selling Expenses and Adminis-
trative Expenses and deduct the total
from Total Contributions to Operating
Income. The balance is Net Income
from Operations.

4. To this amount add Other Income
and deduct Other Outgo to determine Net
Income before Income Taxes.

5. Compute the gross profit percentage
or contribution to income percentage for
each department and enter in the space
provided. The percentage is computed by
dividing the net amount ineach department
by the Total Income from that department.

Comparison of Current ltems

If adjusting entries are recorded on the
books, the ledger accounts will provide
data for preparing a complete Balance
Sheet. The only modification needed is that
the Retained Income account (Earned Sur-
plus or partner’s or proprietor’s capital
accounts) must be changed by the amount
of the Net Income to date. Even where
this information is available, a compari-
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son of certain items on a month-to-month
basis will probably be entirely adequate
for management purposes.

If adjusting entries have not been re-
corded, the ledger accounts will not pro-
vide the data for preparing a Balance
Sheet. Each Balance Sheet amount could
be computed in much the same way as the



expense and income items were computed,
but the methods of computation are not
included in this manual.

The sources of amounts that are most
important for month-to-month compari-
sons are as follows:

1. Cashonhandandinbanks: Theledg-
er accounts show the actual amount of
cash.

2. Accounts Receivable: Usually the
ledger account will show the proper amount
to include for Accounts Receivable. If
credit sales are notrecorded, the amounts
due from customers will be computed as
discussed on page 79.

3. Inventories: End-of-the-month in-
ventories computed to determine cost of
sales should be used here. Significant
inventory items, which have essentially
different characteristics—for example,
items which require a long production pe-
riod or items which are accumulated over
a period to sell during a short rush
season—should be shown separately on the
comparison.

4. Accounts Payable: Recommended
procedures include recording all accounts
payable at the end of each month. If this
is done, the ledger account will show the
proper amount of accounts payable to in-
clude on the Comparison. If not, the
unpaid end-of-the-month bills used in
computing expense amounts and purchases
should be added to determine the total
amount of accounts payable.

5. Notes Payable: Routine accounting
procedures require that notes payable be
recorded when money is borrowed on a
note or when equipment or other items
are purchased and a note given for part
or all of the purchase price. If this has
been done, the accounts will show the
proper amount to include for comparison.
If not, the amount must be determined
from other sources.

6. Other Items: In some businesses,
there will be other current assets or cur-
rent liability items—for example, tempo-
rary investments—that change signifi-
cantly from month to month. If so, these
should be included in the comparison.

Chapter VI
Managerial Use of Available Data

Preparation of the financial statements
will probably be assigned to a staff person
in the business, but responsibility for
using the information provided by the
statements rests with management.”

7As stated in footnote 2, ''Management'
refers to the group of persons who have
decision-making power in the business.
For the owner-operated plant this is the
owner-manager. In other plantsthis will
be the manager and the board of directors
or partners.

The most elaborate statements that can
be produced will be of absolutely no
value unless they are studied and analyzed
to provide a basis for the decisions that
should be made in managing the business.
Accounting data do not provide all the
information needed to make business de-
cisions, but are most often an essential
element for an informed decision.

The manager who has been “flying by
the seat of his pants,”’ using inadequate
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information and vague impressions rather
than adequate information in making op-
erating decisions should find a wealth of
extremely valuable information in the
operating statements proposed in this
manual.

The material in this chapter is intended
to assist management in discovering and
using the information provided. Two basic
approaches are used. First, the state-
ments are examined to show the type of
information they provide and how it can
be used. Next, some of the decisions
that management might be required to
make are presented along with an indica-
tion of the factors to consider in arriving
at an answer.

Obviously the material presented here
cannot encompass all the many problems
associated with proper management of the
business. It is intended only to suggest
some of the uses for adequate financial
data. Through study of these suggestions
the manager will undoubtedly find many

other uses for the information that is
provided by the statements or can be ob-
tained from special studies. Experiences
of many companies have shown that an
initial study has opened up previously un-
recognized possibilities for improvement
of their operation. Other sections of this
manual also include ideas and suggestions
that will be useful in analyzing the op-
eration of the business.

The data provided by the methods rec-
ommended in this manual will become
more useful as a backlog of similarly
prepared data is built up. In a seasonal
business it is often valuable to compare
the operations for a season to the same
season during the preceding year, as well
as to make comparisons from month to
month within the year. The data over a
long period of time can be useful in de-
termining the type and extent of shifts
that are occurring in the basic opera-
tional situation of the business. Project-
ing these into the future will provide a
basis for anticipating future changes and
making appropriate plans. '

Income and Expense Summary

The Income and Expense Summary is
designed to emphasize the amount of in-
come being produced by the various
income-producing activities within the
business. The income from eachincome-
producing activity is matched against the
costs which can be reasonably assigned
to that activity. This matchingof ‘‘effort’”’
and ‘‘accomplishment’’ directs attention
to those activities that produce an ade-
quate return and to those not carrying
their weight.

The value of this type of information is
apparent. It provides a basis for getting
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the business into proper perspective.
Management’s major effort should be de-
voted to those activities which are pro-
ducing or can be made to produce a
substantial amount of business income.

This is not to say that other activitie{
should be ‘‘written off’” but rather that
management effort devoted to improving
the income from, or reducing the cost of,
a major activity will usually have more
effect on the net income; hence, these
should have first attention. Some man-
agers spend a major part of their time
on pet projects or activities that looked



good at one time but have proven to be
nonproductive. This is a waste of man-
agement talent.

This manual does not include methods
for allocating selling expenses—except
those for which a direct association can
be determined—or administrative ex-
penses to the various income-producing

activities. When selling and administra-

tive expenses are allocated, the basis
usually recommended is gross income for
each department. This does not provide a
realistic measure of the effort actually
devoted to the various activities. A more
realistic approach for a small business is
for the manager to examine his effort and
determine whether emphasis is properly
placed.

In some situations activities that are
not producing an adequate return can be
improved. Those producing a large gross
income but an inadequate contribution to
profit should be investigated. They can
often be improved by means of adequate
attention to controlling cost, by changing
sales price enough to provide adequate
profit, or by using special pricing or
other devices to reduce the seasonal
fluctuations in volume.

Activities that are producing a high
percentage return but a low net because
of inadequate volume can sometimes be
substantially improved by a concentrated
sales effort.

The month-by-month comparison of in-
come and expenses should be very useful.
It indicates the relative stability of vari-
ous types of income and the relationship
between income and costs for each ac-
tivity at different levels of operation.

The comparison will probably show that
certain types of income are highly seasonal
in nature. This would not create too much
of a problem if the expenses were just as
seasonal; that is, if the expenses could be
reduced proportionately as the income
declines. In many cases this is not pos-
sible. For activities in which the expense
remains relatively constant through a
wide range of income levels, emphasis
should be on increasing total income.
(This is most likely to be true for serv-
ice income and to some extent manu-
factured product.)

The ways to increase total revenue will
depend on a number of factors. In some
cases total revenue can be increased by
reducing the unit charge for the service
or product. In other cases an increase in
the unit charge will increase total revenue.
Oftentimes total revenue can be increased
by offering special prices during low vol-
ume periods, by special promotions, or
by accepting special contracts at special
rates to utilize the space, equipment, and
employee time that is not producing reve-
nue.

For those activities where the costs and
expenses vary as income varies, the point
of emphasis is shifted. The basic idea is
the same; that is, to provide maximum
revenue to apply against those costs which
remain relatively unchanged. However,
for these items the emphasis must be on
devising methods to increase the net
revenue after variable cost. For ex-
ample, for merchandise sales the vari-
able cost would include the cost of mer-
chandise and some of the selling expenses.

Another important use of the month-to-
month comparison is to point out trouble
spots to allow remedial action before
they have seriously damagedthe business.
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For example, if the percentage of profit
from the sale of one product begins to
drop, an investigation to determine the
cause should be made. Such a drop could

be caused by unrecorded sales, by ex-
cessive cost of merchandise, or by the
loss of merchandise through theft and
spoilage.

Functional Expense Reports

The functional Expense Reports provide
information as to the amount of operating
effort being devoted to the various phases
of the business operation. If an activity
is using half the space in the building, it
is charged with half the cost of occupancy
of the building; if an activity is requiring
half the time of an employee, itis charged
with half the cost of maintaining that em-
ployee. This information is significant
in its own right but takes on much more
importance when used in conjunction with
information as to the amount of income
being produced by this effort.

These reports also provide information
about the types of expensesbeing incurred
in the various phases of the business op-
eration. For some parts of thatoperation
the major costs are labor and supplies.
For others, the major costs are building
occupancy costs and so on. This pro-
vides a general guide to the differing
nature of various income-producing activ-
ities.

If the major costs of an activity are
building occupancy and related cost, it
would indicate that changes in volume of
operations will not change the operating
cost significantly until the point of capac-
ity operation is reached.

If the major cost of an activity is labor
cost, it would indicate that as soon as the
volume of operations is high enough to
utilize the efforts of the basiclabor force,
additional volume will mean additional
cost in overtime pay or additional em-
ployees.
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The most important information pro-
vided by the Functional Expense Reports
comes from the month-to-month com-
parisons. These provide information as
to the ‘‘behavior of costs’’ as the level of
operating activity changes. In technical
terms this means determining whether
the expenses are variable, semivariable,
or fixed. In layman’s language it means
to determine whether or not a particular
expense changes significantly as the vol-
ume changes and, further, whether it
changes in exact proportion to changes in
volume or responds only to substantial
changes in volume. Certain expenses,
such as refrigeration cost for storage,
react more to outside factors (tempera-
ture) than to changes in volume of op-
eration. This is also a part of the
“pehavior of costs.”’

A knowledge of the ‘‘behavior of costs’’
can be acquired from a study of the com-
parative Functional Expense Reports.
Each expense item should be studied for
a complete volume cycle (that is, from
highest operating volume to lowest and
back to highest again) to determine what
changes occur as volume changes.

Some of the expenses, such as de-
preciation, property taxes, and basic in-
surance, will remain the same as long as
no basic change is made in the operating
facilities. Others, such as electricity,
building repair, and many of the selling
and administrative costs, will change
independent of changes in volume of op-
eration. Both of these types would be



considered as fixed (unchanging) in making
decisions as to any change in volume
within the normal operating capacity of
the plant.

As to a particular function or depart-
ment, however, these costs are not fixed.
This is true because the facilities cur-
rently used for one function can some-
times be converted to productive use in
another function. For example, the net
income picture for the processing func-
tion can be improved by increasing the
income from processing or by using the
labor and facilities from processing to
produce income for another department.

Some expenses, such as labor, laundry,
certain repair costs, and others, will
remain constant through a limited range
of change in volume and then step up
substantially when the volume goes above
the capacity of the basic labor force or
equipment. For this type of cost the
points at which the changes will occur
under normal operating conditions should
be determined. A study of the expenses
and a knowledge of the operating situation
should allow the operator to determine
these points. This information is very
valuable because these costs can be con-
sidered fixed unless the volume change
contemplated will increase total volume
to the point of requiring a step-up in
total cost.

Some of the expenses, such as supplies '

used, cost of merchandise sold and some
of the labor cost will change directly in
proportion to changes in volume of op-
eration. For these items information as
to the amount of cost or expenses per unit
of volume should be determined. This is
needed in connection with decisions con-
cerning any changes in volume of op-
eration. For some parts of the operation,

certain expense items will show a decline
in cost per unit of product as volume in-
creases up to a certain level and will
then start to show an increase in cost per
unit, This will often be true for labor
cost because excessive overtime, or
bringing in inexperienced help, reduces
the overall efficiency of the labor force.
This decrease in efficiency can be so
significant that the total unit cost of a
function will begin to increase when a
certain volume is reached. This will be
true despite the fact that the unit cost for
any fixed (unchanging) expense will neces-
sarily decline as the number of units
increases.

A knowledge of this phenomenon of
behavior of cost is particularly important
when a decision is being made concerning
special, below-normal-price contracts for
service which must be rendered year
round. In considering such contracts, the
possible loss caused by the extra addi-
tional cost incurred at near-capacity op-
eration must be considered in relation to
gains caused by keeping the minimum
labor force busy during slack season.

Knowledge of the behavior of costs at
various levels of operation is essential to
an informed judgment as to what expenses
would be in the future for alternative
courses of action being considered. The
specific uses of this information for this
purpose are discussed more fully in the
section on answering specific questions,
pages 107-117. Knowledge of the behavior
of costs is also essential to any attempt
to establish a realistic budget for future
operations or- any informed program of
cost control or cost reduction. These
uses of the data are discussed more fully
in the following section on budgeting and
cost control.
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Budgeting and Cost Control

Many small business managers pro-
test that budgeting is entirely too complex
and too time consuming for their use.
This should not be true. Budgeting is es-
sentially planning and control. The busi-
ness manager can estimate income, cost,
and expenses for a reasonable future
period on the basis of information avail-
able from the comparative statements
plus his best judgment of the effect of
future plans on income and costs. Then,
by comparing the actual results with the
estimates, he can see what it will take to
improve performance, can identify waste
and inefficiencies, and can better plan for
the following periods.

The small business manager will often
state that his intimate knowledge of the
business is such that he can effectively
plan and control operations without
budgeting. This is most often wishful
thinking or rationalization of inertia.
Every business, both large and small,
needs a formal plan for future action. This
provides a framework within which on-
the-spot decisions can be made that will be
consistent with the overall plan of action.

To illustrate by a simple example: The
homeowner, confronted with an offer to
paint his house at a very good price,
checks his bank balance and finds there
are adequate funds to pay for the job. He
contracts for the work and then finds that
his tax bill and insurance bill are due with-
in the month. The embarrassment thus
created could have been avoided by havinga
simple budget of anticipated income and
expenses.

The budget is an invaluable aid in plan-
ning working capital requirements and es-
tablishing proper relations withthe bank or
other sources for financingthose require-
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ments. By anticipating the plannedbuildup
of inventory and accounts receivable and
the expected time of liquidation, the man-
ager can present to the lender a complete
picture of needs and repayment plans.
This substantially increases the chances
of getting adequate capital. Other advan-
tages of budgeting are these: It forces
planning of operations, it reduces costsby
highlighting areas where economies are
possible, and it often provides added in-
centives for good performance from em-
ployees—and the manager.

Planning cash requirements so that
funds are available to pay invoices within
the discount period can have a significant
effect on profit. Many suppliers offer
cash discounts for prompt payment of in-
voices. The business that does not take
advantage of these discounts because funds
are not available is paying a very high
rate of interest.

For example, loss of adiscount on2/10-
net/30 credit terms means that 2 percent
is being paid to delay payment for 20 days.
This is an annual interest rate of approxi-
mately 36 percent.

The manager of the plant with an ade-
quate study of the Functional Expense
Reports and Income and Expense Sum-
mary can prepare a simple budget for his
use. It might be necessary to obtain the
aid of his accountant to set up a formal
budget statement. As indicated before,
budgeting is nothing more than forward
planning. This requires that the manager
take a realistic look at what has happened
over the past periods and project this into
the future with appropriate modifications
for planned or foreseeable unplanned
changes.



One further possible misconception
about budgeting should be considered. A
budget is not a strait jacket, restricting
operating flexibility. It is a well-
considered plan for future operations that
provides guidelines for making on-the-
spot decisions. It is based on the best
information available at the time it was
prepared. If a change in the situation
calls for a change in plans, there is
nothing inherent in budgeting to prevent
such changes.

Furthermore, a budget does not provide
a license to spend an amount budgeted
without regard to changes in the situation.
In fact, the budget must remain flexible to
serve its purpose. If adjustments cannot
be made to budget allowances for changes
in activity, the measurement of actual
expenses is distorted through the com-
parison with a rigid measuring stick.

Income Budget

The basis for all budgeting is the
forecast of anticipated income from vari-
ous sources. To know what expenses will
be incurred in processing, for example,
it is essential that a reasonable estimate
of the volume of operations be made. To
know how much of a product to manu-
facture, it is essential that a reasonable
estimate be made of the amount that can
be sold. These estimates are probably
already being made, at least in part, on
an informal basis, so that the idea is not
completely new. Thus, to put the esti-
mates on a formal basis for a reasonable
period in the future should not be too
difficult.

A form which can be used for preparing
the budget is shown in exhibit XXVIII
Forecasted income should be stated in
terms of units and dollars whenever pos-
sible. A period of from 3 to 6 months
should be used at the start.

Sources of information for determining
estimates of income will depend largely
on the nature of the income item and of
the market. The point of departure in
making any estimate of income should be
the amounts for previous years. Informa-
tion on income by source is probably
available from the old records maintained.
If so, the information can be gathered for
2 or 3 previous years. Trends indicated
in this information—plus a knowledge of
current conditions in the community being
served and any proposed changes in ad-
vertising, promotion, or other operating
conditions in the business—will provide
a reasonable basis for estimating income.

Insofar as possible, sales estimates
should be broken down by type of product,
type of sale (wholesale, retail, quarters,
cut meat, and so on), and method of sale
(over-the-counter, truck route, and mail
order). This breakdown will probably not
be possible until a backlog of information
has been built up through maintaining rec-
ords with similar breakdown. The serv-
ice income estimates should be broken
down by types of service, type of product
and, possibly, type of clientele (farm
business, suburban, and so on).

These detailed breakdowns will make
the estimation of income easier and more
reliable since it is easier to forecast the
effect of changes in operating methods and
outside conditions on a particular item
than on the overall total. For example,
for processing and curing and smoking in-
come from hogs, the manager will know
reasonably well the number of hogs in the
community and should be able to predict
to what extent the market price will be
high enough to cause sales rather than
use. If, however, he does not know tl}e
amount of past income received fron.l Fhls
source, knowledge of changing conditions
will be of little value.

101



Exhibit XXVIII

Income Budget

Item January February March April May June

Sales - hams Number
Amount
Sales - meat Pounds
Amount

Storage income - lockers - Number

Amount

Bulk storage

Slaughter income - Number of heads

Amount

Total anticipated income

Production Budget

For manufactured products, such as
hams and sausages, a production budget
is necessary. Enough units must be pro-
duced to supply the estimated sales vol-
ume and maintain the desired level of
stock on hand. For products that require
a long production period, this preplanning
is especially important. A form that can
be used for determining the quantity to be
produced is shown in exhibit XXIX.

For items which require a particularly
long production period (for example,
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country cured hams), the current month’s
forecast of sales will have only a limited
effect on the amount to be put into pro-
duction. The important forecast is for
sales for the month that the product will
be ready for sale. For example, fore-
casted December sales might control the
number of units started in production
during June.

Purchases Budget

K'nowing the number of units to be
purchased for manufactured product,



management can determine the amount of
raw materials needed. A schedule similar
to exhibit XXIX should be prepared for each
type of item purchased for resale, using
the sales forecast for the item as abasis.
The results of these computations can
then be accumulated on a purchasing
budget.

Production Expense Budget

The first budgeting done by a plant
manager will probably, of necessity, be
done on the basis of overall expenses.
The individual requirements of the vari-
ous functions will not be known. Anover-
all budget of expenses is far better than
no budget at all and, in many cases, will
be entirely adequate for management
purposes.

Items in such abudget mustbe computed
individually. Labor cost will be deter-
mined from a knowledge of the basic
labor force, their normal volume capacity,
and payrates, with additions for extrahelp
or overtime work. Supplies cost will be
determined from a knowledge of the ex-
pected volume of production suppliesused
for each type of production. Plant cost
will be determined from a knowledge of
volume and operating conditions.

The starting point for determining ex-
pected cost is a detailed knowledge of
past costs. Past costs should be modified
by anticipated changes in the cost per unit
(pay rate, supplies, insurance premiums,
and so on) and expected changes in the
amount required. These changes can be
estimated from expected changes in vol-
ume of operation and a knowledge of
planned changes in method of operation.

After a backlog of functionally classified
information is built up, the expense budget
can be refined to showestimated expenses
by function. This means that the planning
reflected in the budget would include not
only the total amount of planned expenses,
but also the purpose to be served by the
expenditure. For example, the planwould
include both the amount to be paid an em-
ployee and the function on which the em-
ployee is to spend his time. The planned
use for the building space would be in-
cluded as well as the planned cost of op-
erating the building and so on.

This type of planning (budgeting) can be
particularly useful where realistic alter-
native uses are actually available. A
comparison of achieved results with an-
ticipated results is particularly important
under these conditions.

Exhibit XXIX
Production Requirements Product

January

February |March | April | May | June

Sales forecasted

Desired inventory-end of month

Total

Less inventory-beginning of month

Total units to be produced

103



Forms used for preparing the Functional
Expense Reports can be used to accumu-
late this budget information, as well as
the selling and administrative budget.

Selling and Administrative Budget

Income of most small plants is not
high enough to cover a lavish selling and
administrative structure. The costsasso-
ciated with these functions must be kept
under constant observation to see that
commitments for fixed salaries and other
fixed costs are kept at a minimum. This
can be done by using a selling and ad-
ministrative budget.

The planned expenditure for such items
as advertising and promotion, sales
salaries, and truck route expenses will
affect estimates of sales and service
income and, hence, will need to be deter-
mined before the income estimates are
made. For these expenses, it is particu-
larly important to set up a formal plan
and then compare the attained results
with those anticipated. Some of the other
expenses, such as supplies, will be esti-
mated on the basis of the estimate of
sales and a knowledge of the effect of
changes in volume.

Many of the expenditures for selling
and administrative expenses will not be
affected materially by even substantial
changes in the volume of the business.
These expenditures should be examined
carefully to assure that they are neces-
sary to efficient operation of the business.
Certain of these expenses cannot be
changed immediately because of prior
commitments such as employment con-
tracts and investments in facilities; none-
theless, long-range plans that are capable
of attainment can be made.
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Cash Budget

Small businesses must be certain that
funds are available when neededtofinance
additions, replacements, or improvements
of facilities and that working capital re-
quirements are met. This requires fi-
nancial planning. A form that can beused
to prepare a detailed cash budget for a 6-
month period is presented in exhibit
XXX.

For some of the items in exhibit XXX,
a separate calculation or accumulation will
be needed to determine the amount. The
detailed cash receipts record for the
previous years will be quite useful in de-
termining the expected collections of cash.
The amounts will need to be modified by
expected changes in collection policy.

To use the income forecast discussed
under Income Budget, page 101, it will
be necessary to convert the sales figures
from sales made to cash collected from
sales. This requires a separation of cash
sales from credit sales so that the amount
to be collected each month can be esti-
mated. The same is true of service in-
come.

Cost and expenses must also be modi-
fied to determine the amount of cash out-
flow. The amounts set up in the forecasts
of production and expenses represent an
estimate of the amounts to be used up dur-
ing the accounting period, whereas a cash
budget must show the amounts to be paid
for during the period. The material,
supplies, and goods used in production
and sales must be converted to cash used
in paying for them. Thus if payment is
made 30 days after the goods are pur-
chased, this must be taken into account
in determining the cash requirements.

For many operating expenses, the cash
outlay is made during the month that the
services are used up. If this is the case,



the operating expense budget amount can justments in chapter IV, the cash outflow

be used as the cash outflow amount. does not correspond to expense amount
As pointed out in the discussion of ad- for many items.
Exhibit XXX

Cash Budget

January | February | March | April | May | June

Expected cash receipts from:
Cash sales
Cash collected from services
Collections of receivables

Other cash inflow

Total

Planned expenditures for:
Replacements of equipment, etc.
Materiel purchases
éupply purchases
Payroll
Other plant expenses

Other selling and administrative
expenses

Income taxes

Other

Total planned expenditures

Receipts over (under) expendi-
tures

Cash brought forward from
preceding month |

Cash balance (deficit)-end of
month
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Depreciation is the most striking ex-
ample of this. The cash outflow for
machinery usually has little relationship
to the time it is used. Good accounting
requires that depreciation be charged to
expenses as the machinery is used up.
Budgeting requires that the cash outflow
be considered as cost of the machinery
is paid.

Certain other expense items are not
paid for at the time they are used up. In
any case where the cash outflow does not
correspond with expense, the expense
budget will need to be modified in pre-
paring the cash budget. Except for mate-
rials and supplies, insurance, taxes, and
depreciation, this difference in timing can
usually be ignored without seriously dis-
torting the cash budget.

' Cost Control Through Budgeting

‘“Cost consciousness is cost saving.’’
The manager who studies the costs and
expenses of the business to set up plans
for the future will find many areas where
costs can be reduced without lowering
operating efficiency. Even in a well-
managed business, practices develop that

are desirable for that time but are often
continued long after the reason for them
has passed. Elimination of these in the
budget-building process will have afavor-
able effect on profits.

Planning itself can reduce cost by
avoiding duplication of effort and unneces-
sary crash programs to complete jobs.
Planning reduces cost by aiding in the
orderly, complete utilization of available
labor and facilities.

Without question the most productive
management time will be that spent in
analyzing operating results and planning
future operations while away from the
pressure of day-to-day operating deci-
sions.

Budgeting is the most valuable cost con-
trol tool available to any business. While
comparison of past activities from period
to period is very valuable, control is at-
tained only by setting up an appropriate
plan and measuring the attained results
against the plan. If the plan is made to
include all significant parts of the entire
operation and is set up on a formal basis
to allow for measuring attainment, it
becomes an effective control tool.

Break-Even Concept

The complex operations of the typical
freezer locker and freezer provisioning
plant make it impractical to attempt to
set up a formal break-even chart. This
is true because an unlimited number of
combinations of sales and service income
will produce a break-even situation—that
is, a situation where the total income is
exactly enough to cover total expenses,
producing neither a net profit nor a net
loss. Nevertheless, many of the funda-
mental ideas associated with the break-
even concept can be effectively used.
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For the overall business, a study of all
expenses for past periods will provide
data on minimum costs which must be
incurred if the business is to operate at
all. This total can be broken down to a
weekly or daily amount to provide a
yardstick that will indicate the income
that must be produced to cover those costs.
A determination of gross profit percent-
age on sales and percentage of service
income over variable cost will indicate
the amount that each of these will contrib-
ute toward the basic cost. This provides



a daily or weekly ‘‘goal.”” The manager
should strive to attain some combination
of sales and services which provide at
least that amount even in slow periods.

This basic concept is particularly valu-
able when alternative courses of action
are available. For example, if the situa-
tion is such that the manager has the
option of remaining open or closing on
Saturdays, the difference in cost between
remaining open and closing should be de-
termined. This difference becomes the
base cost for that day’s operation and can
be measured against the income produced
.that day. The same analysis can be used
for parts of the business such as the
slaughter facility, which can often be
scheduled for part-time operations.

A study of the functional expense re-
ports provides a basis for determining
the basic operating cost for each function
under the currently used assignment of
space, personnel, and facilities. This
provides a means of determining the vol-
ume of operation needed to cover that
amount of cost. A decision as to how
much each function should contribute to
selling and administrative costs, based

on the effort devoted to each, will pro-
vide a means for determining the volume
of each needed to break even. Knowing
whether such a volume is reasonably at-
tainable will provide a guide astowhether
the basic emphasis should be shifted to
other more productive activities.

When the operating cost can be broken
down to smaller units, the break-even
type concept can be more useful. For
example, when deciding whether to add a
new truck to an existing fleet, aknowledge
of the total operating cost of the existing
trucks will provide a basis for deter-
mining how much the added cost for the
new truck on a similar route will be. This
can then be converted into the volume of
sales that must be attained for the truck
to pay off.

This same type analysis can be usedfor
adding new building facilities, new equip-
ment or new permanent employees. When-
ever the decision concerns an investment
of a long-term nature, or a commitment
to a long-term expense, the additional
volume must be reasonably attainable for
a similar period of time if the investment
is to be attractive.

Specific Decisions

Using the information available from
accounting records in making specific
management decisions is illustrated in
this section. No attempt is made to
cover all decisions or even all types of
decisions with which management is con-
fronted. Rather, a few questions are
presented along with an indication of the
factors that should be considered in ar-
riving at an answer. The main purpose
is to suggest means for finding answers
and criteria for determining what infor-

mation is pertinent to different decisions,
rather than arriving at specific answers.

A few general points about decision-
making should be considered before dis-
cussing specific decisions. The first
point is that the refinement of information
needed for a decision will depend on the
decision being made. Information pre-
pared on an overall basis is completely
adequate to make overall decisions. Thus,
if the decision to be made is whether to
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accept an offer for the purchase or lease
of the entire plant, information on the
income and expenses from specific activi-
ties is not needed—unless it can be used
to determine whether the overall profit
picture can be changed in the future. On
the other hand, if the decision concerns a
particular income-producing activity, the
information must be broken down so that
that activity can be segregated from the
others.

Another point, and in some cases the
most difficult to accept, is that the start-
ing point for making a decision is ‘‘where
you now are.’”’ The only really important
information for a particular decision is
information as to the changes that will
result. A change can be only ‘‘from
something to something else,’”’ whether
you are speaking of income, expenses,
customer relations, employee relations,
or anything else.

Factors to be considered in deciding
whether to accept an offer or start a
promotion to increase the volume of
processing are quite different for the
plant operating at capacity as compared
to the plant operating at half capacity.
The factors to consider in deciding
whether to buy a piece of equipment are
very different from those concerning the
equipment after it is purchased.

Accounting data is necessarily histori-
cal in nature. It provides information on
results accomplished by all the decisions
made in the past. This information pro-
vides a basis for determining the probable
effect of future action and quite often is
the only basis for a realistic determina-
tion.

Care must be taken, however, toassure
that the information used does not con-
fuse the effect of past decisions with the
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probable effect on future action. For ex-
ample, take the problem of purchase of a
piece of equipment such as a truck for a
truck-sales route. In deciding whether to
buy the truck, all the cost of its operation,
including depreciation, property taxes,
insurance, and license as well as gas and
oil, repairs, and driver cost must be
considered. The accounting records on
other trucks will provide a basis for
estimating the operating cost of this
truck.

After the truck is purchased, however,
depreciation, insurance, property tax, and
license will not change whether it is used
much or little. Therefore, decisions as
to how the truck will be used and how
much should be made without any con-
sideration of these unchanging costs. De-
preciation would be considered again as
a cost only for a decision on whether to
keep the truck or dispose of it. At that
time, the amount of depreciation included
as a cost would not be the amount used
for accounting statement (or tax) purposes
but would be a substitute amount. The
substitute amount would be based on the
new alternatives available. To keep the
truck will cost the amount that it could
be sold for; therefore, the sales price
divided by the estimated future life would
be the new depreciation cost. The origi-
nal cost is no longer pertinent—except
for the possible income tax effect—since
the decision to buy has already been
made and cannot be reversed. This con-
cept is illustrated in discussing whether
to sell the plant.

In discussing the decision on whether
or not to sell the plant, certain rather
restrictive assumptions will be made so
that the illustration canbe carriedthrough
to an answer. In the other presentations,
the factors to be considered and their
effect on the decision will be discussed,



rather than attempting to draw specific
limits and arrive at a final answer.

To Sell the Plant

This question is discussed, not because
it is a decision facing management often,
but because it does plague the owner-
manager—very few haven’t wondered
whether they should sell out. Further-
more, it illustrates the difference between
the type of information needed to make
this very broad decision and that needed
for more specific decisions. In this
presentation assumptions are outlined to
set the framework for determining an
answer. These assumptions might not
be true for other plants; hence, the actual
situation must be examined to determine
what assumptions canbe reasonably made.

Facts Ascertained

1. Plant was built in 1946. Total cost
of plant and equipment was $160,000.
Equipment has been replaced as neces-
sary and is in good condition now.

2. Average annual gross profitonsales
plus service income over the past 5years
has been $70,000.

3. Average annual operating expenses
have been $69,000, including depreciation
of $7,000 and compensation to the owner-
manager of $4,000.

4, Average annual net income before
taxes has been $1,000. This is not con-
sidered an adequate return on invested
capital. The owner-manager also ques-
tions whether $4,000 is an adequate salary
for the work he is doing.

5. An offer of $60,000 is received for
the entire property, including building and
all equipment. This represents the fair
market value of the property.

Assumptions

1. The income and expense picture
will not change significantly in the fore-
seeable future.

2. If the plant is retained, the value at
the end of 10 years will probably be
$50,000 with the same level of expendi-
tures for repairs and replacement that
is now in force.

3. Inventory and accounts receivable
could be liquidated without any significant
losses.

The Decision

Assuming that income and expenses
cannot be substantially improved, the
decision must rest on the other factors
involved. The depreciation charged in
computing the $1,000 of net income is
$7,000 based on the original cost and the
original estimate of the life of the assets.
This amount is not significant to the
decision on whether to sell the plant. The
decision to purchase the plant was made
several years ago and cannot be reversed.
Any loss, or gains, that result from a
sale will result from the original decision
to buy the plant and should not enter into
a current decision—with the exceptionthat
the tax effect must be considered as a
modification of the net amount received.

_ The assumed reduction in value of

$10,000 over the next 10 years should be
used instead in deciding whether to sell
now.

Substituting $1,000 of «‘depreciation’’
for the $7,000 in the current statements
will increase profits to $8,000 a year.

The next factor to consider is the
amount received by the owner—manager.as
compensation. The $4,000 a year does
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not represent the fair value of such a job.
This amount, and any hidden compensation
such as use of equipment for personal use,
should be pulled out and replaced by an
estimate of the fair value of the job. Note
that if the plant is owned by someone
other than the manager, this correction
is not needed since the cost to the busi-
ness is the amount actually paid. Assume
that the value of the owner-manager’s
service is $7,500 and that $4,000 is the
only compensation received. Substituting
this for the compensation received will
change the profit to $4,500.

The decision as to whether to sell will
then rest on the answers to the following
questions:

1. Can the net proceeds, after tax, be
invested to produce a better return (bet-
ter than $4,500 per year) at a comparable
risk?

2. Can the owner-manager obtain an-
other position that would pay a compa-
rable salary ($7,500) with comparable
job satisfaction?

3. Are there other factors, such as
special employee situations or unpaid
services from members of the family,
that should be considered?

Note that the projection of income into
the future was based on the assumption
that no significant changes in income or
expenses could be reasonably anticipated.
If this is not true, the average past profits
must be modified by the prospective
changes. Also note that the same line
of reasoning would be followed if the
plant could be sold for, let us say,
$200,000 except that the income tax on
the gain would have a greater effect.

To Eliminate a Function

The Income and Expense Summary
broken down by function might show that
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a particular function is showing a net
loss. The immediate reaction will prob-
ably be, “Let’s eliminate that service!”’

Before such action is taken, a number
of factors need to be considered. The
final decision must rest on the net effect
that this action will have on the total
profit for the business. Thus, the change
in income caused by the action must be
measured against the change in expenses
resulting from the action. Discussion of
this question is divided to clarify the
points involved.

First Assumption

Assume that the space, equipment, em-
ployee time, and so on could not be used
productively in another function. Under
this assumption, changes intotal expenses
that could be expected would be as
follows:

1. Supplies used for the function could
be eliminated.

2. Payroll cost could be reduced but
probably not by the amount that is cur-
rently charged to the function. A study
of the actual situation would disclose
whether an employee could be dismissed
and how much extra help and overtime
pay could be eliminated.

3. Repairs and maintenance cost on
equipment used solely for this function
could be eliminated.

4. If new equipment or facilities will
be needed to continue the function, elimi-
nation of the function would eliminate the
depreciation and interest cost caused by
the purchase of that equipment.

5. If old equipment could be sold, total
expenses would be reduced by a prorata



part of the possible sales price. (To
compute this amount, divide the expected
sales price by the estimated future life
of the equipment.)

6. Some part of insurance, taxes,
power, and similar items might be elimi-
nated.

7. Many of the expenses now charged
to the function would not change. Elimi-
nating the function would mean that these
costs would be shifted to other functions.
The unchanging expenses would include
most of the building occupancy cost,
equipment depreciation, most of the in-
surance, taxes, and power.

The costs that could be eliminated
should be computed and matched against
the income produced by the function. If
the expenses eliminated exceed the income
produced by the function, elimination
should be considered. Other factors to
take into account include the following
items:

1. What effect will this have on other
functions? If this function is needed to
attract other business, the probable ef-
fect on the other business must be con-
sidered. This could require that the
function be retained even if it is operated
at a direct loss.

2. Could changes be made to make the
function more productive? Some times
operating economies or price changes can
be put into effect to make a function
productive.

Any major function currently operating
at a loss, based on a reasonable appor-
tionment of all operating cost, will
eventually require elimination unless it
can be made to produce an adequate re-
turn. A short-run decision is based on

the factors just discussed, but long-range
plans must be made to take some correc-
tive action by price changes, operating
economies, or other means.

This is true because the elements of
repairs and maintenance and purchase of
new equipment to continue the function
become increasingly important as the
equipment and facilities in use grow
older. Furthermore, the labor cost per
hour can be expected to increase. New
equipment cannot be purchased unless
it will pay its way. New labor cannot be
hired unless it will produce revenue ade-
quate to cover the cost.

Second Assumption

Under different circumstances, assume
that the space, equipment, and employee
time could be used for another income-
producing activity.

Under this assumption, the decision
rests on the same factors (that is, the
change in income compared to the change
in expenses), but the changes that will
occur are different. The changes in ex-
penses that would need to be considered
include:

1. Supplies used for the old function
would be compared to those needed for
the new.

2. Labor cost must be considered. Can
the new function be performed by the same
personnel? Would more or less part-
time help or overtime be needed for the
anticipated volume? Would greater skill
be needed so that costs are higher and
replacements more difficult to find?

3. Changes or renovation of facili-
ties and equipment needed for the new
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function must be considered. The cost of
renovation and equipment purchased
should be reduced by the sales value of
old equipment and the net amount divided
by estimated useful life of the new equip-
ment—or the time that the new function
can be expected to produce the anticipated
revenue, if this is shorter. This is an
added cost of the new function.

4. Other cost changes should be deter-
mined. If the ‘‘new’’ function is one in
which the business is now engaged, the ef-
fect on cost will be easier to estimate
than if it is completely new because of the
records available on the activity.

The changes in income should next be
determined. When the old function was
not to be replaced, all itsincome was con-
sidered to be eliminated and the only
question remaining was the expected ef-
fect on other operating functions. With a
change to a new function, the income from
the new function must be estimated.

This requires an answer to the follow-
ing questions:

1. What volume can be handled with
the facilities and labor force available?

2. What portion of this maximum vol-
ume can be reasonably anticipated on a
sustained basis?

3. What price can be expected?

These factors will indicate the antici-
pated new revenue. The difference be-
tween this and the old revenue should be
compared with the change in expenses
anticipated. The effect on the other
income-producing activities should be de-
termined insofar as possible.

Another factor that must be considered
is the relative stability of the new income
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as compared to the old. Could a broad
base of relatively stable customers be
built up or would the income depend onthe
whims of one or a few businesses?

To Add a Function

When a business contemplates adding a
completely new income-producing activ-
ity, answers to the questions that arise
are not as easy to find as when the de-
cision concerns changes in existing ac-
tivities. Adequate records on the ex-
perience of the firm in existing activities
provide a basis for determining the effect
of changes in those activities, but if the
business has had no such experience, other
sources of information must be tapped.

Often this information can be obtained
from other plants which have the activity,
if there is no direct competition involved.
This will probably be the most reliable
source of information, if the data is ob-
tained and analyzed adequately, since
there is no substitute for actual experi-
ence to indicate normally unforeseeable
difficulties.

New activities that are substantially dif-
ferent from those now engaged in should
be studied carefully to anticipate ac-
curately the income and expense that can
be reasonably expected. The greater the
initial investment required, the greater
the assurance should be that the estimates
are reliable.

No Added Investment

Activities which can be tacked on to
current activities can often be tried with-
out serious interruption of currentactivi-
ties or commitment to any substantial
expenditures. The experience so gained -
will be valuable in determining whether
to expand or discontinue the service.



One point of caution about these tacked-
on activities should be noted. When they
are assumed during a slack season, the
changes in expenses will often be quite
small because existing facilities and labor
can be used. If they must be continued
through the busy season, the overall ef-
fect must be measured against anticipated
income. This means that the amount of
machine time, labor time,-and space re-
quired to perform the service must be
measured. Then the added cost of extra
overtime operation and extra help hired
during the busy season must be included
as the cost of the performance of this
service for measure against anticipated
income. The possible loss of revenue
from regular activities because of lack
of facilities during capacity operations
must also be considered.

Requiring Investment

If a new function requires a substantial
investment in new facilities or a commit-
ment to hire new employees, or if cur-
rent activities warrant possible expansion
of facilities, new factors must be con-
sidered. The changes in costs that occur
when new activities are assumed or old
activities expanded are often quite different
from the changes that occur when a cur-
rent activity is dropped. Here again, the
anticipated change in income must be
measured against the anticipated change
in expenses.

As a specific example, consider the
factors involved in a decision to add a
wholesale truck route to a business that
is now primarily providing processing
services. The questions about income,
to which an answer must be obtained,
include the following:

1. What volume of sales canbe reason-
ably expected?

2. Will these sales be such that the
meat purchased can be fully utilized?
Or will special sales or reduced prices
be needed to dispose of part of the
animals?

3. Will the volume be reasonably stable
throughout the year or will peak periods
be the pattern? If peak periods are ex- .
pected, will they be at the peak of current
operations, or will they be at the slow
period?

4. What type customers will buy these
products? Will they be loyal to good-
quality product and good service or will
they look for price only? Will there be a
large number of customers or will two or
three account for most of the volume?

This information will provide a basis
for determining the total sales value of
the anticipated sales and some indication
of the seasonal and long-range stability
of the income. It could be obtained from
a number of sources—such as market
surveys, discussions with prospective
customers, discussions with operators
furnishing similar services inotherlocal-
ities, and a knowledge of the current
source of meat for prospective customers.

The costs associated with such a pro-
posed venture can be divided into three
areas; namely, raw materials cost, sales
and delivery cost, and processing cost to
prepare the product for sale.

Raw materials cost can be determined
from an estimate of the volume of sales
anticipated and a knowledge of the source
of supply which must be used. If the sales
will be such that pieces rather than whole
animals must be purchased, a source of
supply to meet the anticipated volume
must be found and a knowledge of pro-
spective cost obtained. Raw-materials
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cost will usually vary directly as the vol-
ume of sales varies so that the major
concern is a source of supply that will
provide the amount actually needed at a
price sufficiently low to provide an ade-
quate gross profit margin.

Sales and delivery cost will include:

1. Payroll cost for a truck salesman.
If the current labor force can be used for
part or all the work without seriously af-
fecting other operation, this should be
taken into account. This might be pos-
sible for the slack season or until a good
volume is built up. If this is done, the
cautions regarding ‘‘tacked-on’’ activi-
ties discussed above must be considered.

2. Truck cost for delivery. This will
include depreciation, insurance, taxes,
license, repairs and maintenance, and
gas and oil. The record on current
trucks used for other activities will aid
in making this estimate.

3. Advertising and promotion costs.
"The type and extent of these activities
must be determined along with an estimate
of the net addition to current costs.

Many of these costs will not vary signif-
icantly as the volume of sales changes.
After a person is hired on a straight
salary, the only way to reduce the total
expense is to fire him; after a truck is
purchased, depreciation, insurance, taxes,
and license do not vary significantly with-
in a wide range of operating activity.

Because of these factors, the wise
manager will compute anticipated profit
at the expected volume, and then at
several levels below that volume, to de-
termine the effect on profits if the ex-
pected volume is not realized.
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The additional processing cost that will
be incurred to prepare the product for
sale can be reasonably estimated from a
study of the behavior of various processing
costs at different levels of production.
One of the major advantages of this type
of activity is that it utilizes the labor
force and plant facilities more efficiently.
Thus, the activity would be much more
attractive if the major volume could be
attained during the slack season for regu-
lar operations. Conversely, it would be
much less attractive if its peaks and slack
periods would correspond tothose already
experienced.

To Accept Special Contracts
at Lower Rates

The factors to consider here would
include:

1. Would this affect regular rates?
That is, if a regular customer hears
about it, is he going to expect the same
rate?

2. Can this be dropped when the regu-
lar rate customers come in? Or better
stated, can this special work be handled
without interfering with regular rate cus-
tomers either because season is different
or because of special circumstances?

3. What additional expenses would be
incurred in handling the special customer?

If the plant is not operating at capacity,
any contract that will produce more than
the additional cost of providing the serv-
ice without interfering with the regular
operations will increase total profit.

Example 1. Assume that an offer isre-
ceived to guarantee 5,000 pounds of zero
storage continuous for at least the next
year on condition that a price of 1 cent



a pound each month is charged. This is
below regular rates. Theuser will furnish
all labor needed to pack the material in
and take it out, but the business must keep
records of the quantity in and out and as-
sume responsibility for any losses. The
following facts are learned:

1. The material will be hard frozen
when received.

2. The packaging is such that, with
care in stacking, this volume can be
handled without interfering with any regu-
lar storage that can be reasonably antici-
pated.

3. Checking the material in and out will
take about 2 hours a week. This can be
handled by the regular labor force with-
out interfering with other work except
from November to March. During that
time, the extra cost is estimated at $4
a week.

Under these conditions the addition to
income would be $50 a month for 12
months or $600 a year. The added
cost that can be anticipated is $4 a week
labor cost for 26 weeks or $104. The net
addition to income of $496 should be

Additional income provided

compared to the cost of recordkeeping and
the possibility of any loss payout.

Example 2. Assume that a company
offers to contract for 2,000 pounds of
curing each week during the year at a 4-
cent rate but only if the service can be
provided year-round. Assume further
that an analysis of current operations
provides the following information:

1. The plant is operating at capacity;
that is, with bins full during November,
December, and January, but for the other
9 months there is ample space to take care
of this extra volume. During this 3-
month period curing at a rate of 6 cents
a pound will be lost.

2. The regularly employed work force
can handle this added volume without
overtime from April 1 to October 1.
During the other months it will require
10 hours overtime a week at a rate of
$2 an hour.

3. Direct supplies used will cost 1cent
a pound of product. :

The changes that would occur inincome
due to acceptance of this offer would be:

2,000 1bs. x 52 weeks - 104,000 lbs. @ 4¢ - $4,160

Income lost

2,000 lbs. x 13 weeks - 26,000 lbs. @ 6¢ - _1,560

Net addition to income $2,600
The changes that would occur in expenses would include:
Supplies for 104,000 Ibs @ 1¢ - $1,040
Extra labor - 26 weeks @ $20.00 - 520
Total added expense $1,560
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Accepting the contract would provide
an additional $1,040 of income to con-
tribute toward profit.

To Change Price Structure

Changing the total price structure for
services rendered presents somewhat dif-
ferent problems from accepting individual
contracts at a price below regular prices.
The effect of a specific contract can be
reasonably measured in advance. The ef-
fect of a general price change is some-
what more difficult to measure. None-
theless, general or selective price changes
should be considered for any service that
is not providing an adequate return over
its share of total operating cost.

The effect that a price change will have
can be determined after the fact; that is,
make the change and see what happens.
Yet mistakes made by using this method
can be rather expensive in terms of effect
on profit. A much safer method is to
make an adequate study of the customers
and potential customers and the com-
petition in the area to provide a basis for
predicting the effect of the change. This
can often be supplemented by discussion
with other operators who charge different
rates or who have actually changed their
rate structure.

The basic question that must be an-
swered regarding a price change is:
““What change in total volume will it
cause?’’ If this can be determined, the
effect on profit can be predicted.

The effect on net profit will be the
combination of the effect on income and
the effect on expenses. For example,
assume that current price for basicproc-
essing is 6 cents, current volume is
300,000 pounds, and it is determined that
an increase in price to 7 cents will reduce
volume by 15 percent. The effect on in-
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come can be determined directly from
these facts.

Current income is 300,000 lbs.

at 6¢ - $18,000
Volume at the new price would
be old volume less 15 percent -
300,000 - 45,000 = 255,000 1bs.
Income at new volume would be:
255,000 lbs. @ 7¢ - $17,850
Net reduction in income $ 150

The effect on expenses can be deter- .
mined from a study of the expenses at
varying levels of production and a deter-
mination as to the timing of the loss in
volume. If the entire volume loss occurs
during the summer months, the reduction
in expenses would be much less than if
the volume loss occurred during the busy
season.

If supplies used cost an average of one-
half cent a pound of processing, the saving
in supplies for the 45,000 pounds not
processed would be $225. If one part-
time helper could be eliminated for the
busy season at a total saving of perhaps
$900, the net direct reduction in expenses
would be $1,125. This would provide an
addition to profit of $975—and possibly
more—because of less wear onmachinery,
less power cost for freezing, and other
reductions in cost,

For some services, it will be found that
total expenses are not significantly af-
fected by changes in volume. This will
probably be true for zero storage and for
processing and other services, up to a
certain volume level, during the slack
season. For these, any change in price
which produces a greater total income will
usually increase net profit. If reducing
prices will increase volume enough to
provide a greater total income without
significantly changing expenses, this will
increase net profit. If increasing prices
will not reduce volume sufficiently to



reduce total income, netprofit will atleast
remain the same and the strain on em-
ployees and facilities will be reduced.

For other services, it will be found that
total expenses are substantially affected
by changes in volume. This will likely be
true for any service involving substantial
labor as soon as the point is reached where
the normal work force is fully utilized. It
will also be true for any service involving
a substantial amount of supplies and for
any service where the normal capacity for
facilities has been reached. For these,
any change that increases volume must
create enough added income topay atleast
the added cost. Any change decreasing
volume can cause a reduction in total in-
come unless the reduction in cost is
greater.

To Use a Va_riable Price Structure

For services that are highly seasonal in
nature, the possibility of a variable price
structure should be considered. The idea
is to set prices so that the peak period is
spread over a longer period, thereby
smoothing out the fluctuations in volume.
This will require that the price charged
during the busy season is higher than the
price charged during slack periods and
that this is sufficiently advertised to ac-
‘complish spreading, '

At first glance, this appears to be com-
pletely illogical because the Functional
Expense Reports will undoubtedly show a
higher unit cost of operation during periods
of low volume. Actually it is completely
logical. If the spreading effect can be ac-
complished, the total cost of operation can
be reduced. There is little questionthata
large volume of processing can be done
more cheaply if it is spread evenly overa
period of 6 months than if 80 percent of it
is concentrated in 3 months. How much
cheaper can be estimated from a careful
analysis of expenses through a complete
year.

The effect on total income will be deter-
mined by an estimate of the volume that
will be obtained at each price. If the
pricing does not produce the spreading
effect desired, it will reduce total income
without a corresponding effect onexpenses
unless there is an increase inprice during
the busy season to offset losses due tothe
low price during other seasons. If it is
concluded that the changes in price will
not significantly affect the volume at the
different periods, it logically follows that
an increase in price will not substantially
reduce volume. If thisistrue,anincrease
in price will be the logical approach to
making the activity produce a greater net
income.

- 51
#U. S. GOVERNMENT PRINTING OFFICE : 1961 0 - 6133

117



Other Publications Available

Guide to Uniform Accounting for Locker and Freezer Provision-
ers, Agriculture Handbook 163. Thornton W. Snead, Sr., and P.
C. Wilkins.

Highlights and Trends of the Frozen Food Locker and Freezer
Provisioning Industry, 1960, Marketing Research Report 484,
Paul C. Wilkins, L,B, Mann, and B. D. Miner.

Merchandising Frozen Food by Locker and Freezer Provisioning
Plants. Marketing Research Report 313, Bert D. Miner.

Business Management of Frozen Food Locker and Related Plants,
Marketing Research Report 258. James M. Mullen and Lloyd
DeBoer.

Merchandising Practices for Freezer Provisioners, Marketing
Research Report 453. Bert D, Miner.

A copy of each of these publications may be obtained upon request
while a supply is available from--

Information Division
Farmer Cooperative Service
U. S. Department of Agriculture

Washington 25, D, C,
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